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CHAPTER I
INTRODUCTION
Post World War II developments in the electric
utility field have been the subject of extended comment and
analysis in the financial and Investment joxarnals of the past
two years. As in many other fields distortions in basic sup-
ply and demand factors brought about by the war have created
problems of sizable proportions. The electric utility indus-
try, though subject to regulations, is not Immune to the basic
economic facts of life.
The purpose of this study is to evaluate the cur-
rent position of the electric utility industry and to apply
the techniques of security analysis to a representative group
of common stocks in order to assess their relative desirabil-
ity for purposes of Investment. A study of the problems of
equity Investment strikes at the core of much of the contro-
versy concerning what has been called the "kilowatt crisis"
of the post-war period. An understanding of the many facets
of this development is Important not only from the viewpoint
of the individual and institutional utility investor but also
from the viewpoint of the long-run interests of the Industry
itself. The conditions surrounding capital needs for the
Industry at the present time include long-run implications

for the public versus private power controversy and for the
continued vigor and stability of the privately ovmed and
managed utility companies.
2. Boundaries of the Investigation
The iirea of analysis in succeeding chapters will
be limited to common stock factors and to other elements of
the equity capital problem. There will be no specific cov-
erage of debt securities or of preferred stocks except as
they enter the overall problem of capital structure propor-
tions. Utility bond analysis has received much attention
from institutional investors as well as others and has been
developed to a high degree of refinement. It is in the field
of common stock analysis that much remains to be done. The
residual factor in any industry is subject to a considerable
element of change and variation. Its position requires con-
stant re-appraisal to achieve some degree of reliability in
recommendation.
The method of approach will include historical,
statistical, and analytical factors, A survey of the recent
history of the electric utility industry will serve to indi-
cate the significance of the problem, the trend of utility
demand and capacity to meet that demand, the financial prob-
lems which have arisen since the war, and the atmosphere of
regulation within which the electric utilities must operate.
Statistical material will be used to summarize and condense

8many of the historical factors which provide the background
for investment decision-making at the present time. Statis-
tical analysis of profit and loss statements and balance
sheets is an indispensable tool in security analysis and
will provide the basis for the discussion of individual
stocks in Chapter VII. The analytic approach will be found
in two phases of the work: (a) in a comparison of the non-
statistical as well as the statistical features of individ-
ual utility companies, and (b) in a discussion of proposed
remedies calculated to stimxilate the sale of equity secur-
ities and improve the long-run investment position of the
utility industry.
The broad field encompassed by the term "public
utilities" has been narrowed for the purposes of this thesis
to the electric utility companies privately owned and man-
aged. Pijrthermore, to limit the boundaries of investigation
electric utility holding companies have been omitted from
discussion and analysis.
A comparative common stock analysis manifestly is
undertaken from the viewpoint of the investor. The interests
and viewpoints of the private utility Industry will be appar-
ent, however, in the discussion of the equity capital market
and allied problems
.
5. Work Done by Others
Security analysis is by nature a current phenome-
non. It draws heavily upon current statistics and

developments upon which to base its recommendations. That
does not indicate, however, that longer term trends are dis-
regarded. It is usual for earnings statements and balance
sheets to be taken for the previous ten-yesT period in order
to display general trends and longer term factors w^ich may
be at work. The immediate decision to buy or refrain from
buying often rests upon elements close at hand - the current
earnings statement, the prospects for the next few months or
years
.
Very little has been written in a formal fashion
concerning the problem of selecting utility common stocks.
Standard textbooks in the field of investments place consid-
erable emphasis on bond analysis touching only the broadest
phases of the utility equity field. One of the few works de-
voted almost exclusively to the field of electric utility se-
curity analysis is that of Childs and Woodbridge The
authors contribute many helpful techniques to the security
analyst of both bonds and stocks.
The usual sources of investment information have
been relied upon heavily for current data concerning compan-
ies. Utility and financial journals have also provided much
information concerning those post-war problems which have
been growing more acute over the past year. Chief among
such sources are the Public Utilities Fortnightly, Electrical
1. "A Practical Introduction to Public Utility Security
Analysis," Barron^s Publishing Co., New York, 1940.
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World, and the Commercial and Financial Chronicle. Much help
has been gained in the techniques of comparative analysis
from one of the more mature texts in the field, "Security
Analysis" by Graham and Dodd.
Chapters II through V will present and discuss some
of the problems facing the electric utility industry in the
post-war period. Chapters VI and VII deal with utility com-
mon stock analysis and will compare current prospects for a
number of favorably situated electric utility common stocks.
The thesis thus divides itself into two major segments: (1)
Industry analysis, and (2) Individual company analysis.
In the first segment the following topics will be
discussed: the growth factor and the physical expansion of
the industry, technological change and electric power demand,
income and expense characteristics, comparative earnings
trends, the construction program and cost estimates, capital
structure trendsm security financing techniques, financing
costs, the problem of raising equity capital, the institu-
tional investor, rate schedule changes, dividend policy,
stockholder relations, and taxation.
The final chapters will include the following top-
ics pertaining to security analysis: factors to be consid-
ered in public utility common stock analysis, market action
of operating company stocks, appraisal of the current market
outlook, results of individual company analysis, price com-
parisons and investment recommendations.

CHAPTER II
CURRENT POSITION OP THE INDUSTRY
1. The Growth Factor
One of the most dominant characteristics of the
electric utility industry over the past few years has been
that of a pronounced growth. Here growth is used in the
broadest sense as covering practically every category sus-
ceptible to such a change - growing revenues, costs, custom-
ers, capacity, total consumption, total production. A few
comparisons for the most recent years will indicate the
nature and size of this growth and hence the vast importance
of the construction and financing program which has been
\mder way since 1947.
Total industry generating capacity rose from 49
million kilowatts to 52 and then to 56 million during the
years 1946-48."^ Electric production of 536 billion kilowatt
hours for the year 1948 showed a 9% increase over the pre-
vious year's production of 307 billion kilowatt hours. The
1948 fig\ire represents a gain of 54 billion over total pro-
duction for the year 1944. It should also be pointed out
that of the 1948 total production figure 282 billion kilowatt
hours were generated by the electric utility industry itself
1. Edison Electric Institute

while 54 billion kilowatt hours were accounted for by indus-
trial and railway plants producing for their own use.
New deliveries of generating equipment have been
just about enough to take care of the continually expanding
demand during that period. As a result the problem of re-
serve capacity remains almost as acute as it was a year ago.
A recent Edison Electric Institute survey"^ indicates a total
reserve capacity at the end of 1948 of 5.1^. This represents
a small change over an earlier survey which had indicated a
4^ margin. This would also indicate, however, that condi-
tions are not as bad as predicted by the National Security
Reso\irces Board which had advanced the figure of 1*6% as the
margin of reserve capacity. Estimates of new installed capa-
city for this year and for future years indicate an increase
over the approximately four million kilowatts installed dur-
ing 1948. For the year 1949 the schedule of additions to
capacity shows 6.7 million kilowatts to be installed v/ith an
estimated 5.8 million in 1950 and some 6.0 million in 1951.
This rapid expansion would thus accumulate 25 million addi-
tional kilowatts of capacity over a six year period, an in-
crease of almost 50^ for the total generating capacity of
the nationl At the present time it should be observed that
the margin of reserve capacity varies from section to section
with 5.1^ representing at overall figure. No margin exists
1. Edison Electric Institute Bulletin
,
January 1949.

in the Pacific Northwest, for instance, while the central
industrial region from Pittsburgh to the Mississippi has an
estimated margin of 2, 3^.
It is expected that in 1949 the additions to capa-
city will outstrip the anticipated load growth, the former
representing a 12% increase based upon the figures given above
and the latter a 1% increase. On the basis of these estljmated
capacity additions a normal reserve margin should be reached
by the end of 1951. The pre-war concept of a "normal" margin
of reserve contemplated a figiire of 20% or 25/^. It is doubt-
ful, however, virhether this figure should still be adhered to
since improved interconnections between power systems may well
serve a part of this f\inctlon.
On the consumption side of the ledger two million
new customers have been added during each of the last two
years with the total standing at 40,800,000 at the end of
1948. Some seven million customers have been added in the
post-war period since VJ Day. Ninety-four per cent of all
dwellings in the United States now take electric service.
During a two and one-half year period facilities for servic-
ing four and one -half million new customers were installed.
During the first half of the industry* s history it took thirty
three years to equal this number I Annual average residential
consumption increased during 1948 by 112 kilowatt hours per
1. McLaughlin, Prank, "Kilowatt Crisis," Commercial and
Financial Chronicle , Dec. 25, 1948.
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customer, the largest single increase yet recorded by the
industry. After the first World War it took more than six
years to equal this single year 112 kilowatt hour increase.
A comparison of annual residential average consiimption over
recent decades indicates a growth trend as follows:
The number of farm consumers has also been leaping
upward since the end of the war. Some 500,000 farms were
added to the power lines in 1947 to make a total of over 5.8
million served. In that year electricity became available
to S2% of all occupied farms. By the end of 1948 electric
power was avail eble to 87% of the farms in the nation.
In keeping with this general expansion the total
electric sales figure has climbed steadily. For the year
1947 an increase of XZ>% was recorded over the previous year
while the 1948 figure shov/ed e still further Increase of 10^
over 1947.
In the light of such figures as these the signifi-
cance of the load and csps.city situation becomes more evident.
The conversion of these increases into dollar figures would
show an even greater change due to the rising price levels of
the war years and after. The inflation of costs is playing
an active role in increasing the demand for electric power in
turn. The ever higher labor costs of industry have provided
1948
1958
1928
1918
1550 kv/hrs
855 "
465 "
272 "

an incentive to substitute electric power for labor power
wherever feasible. The prospect is for an ever mounting de-
mand as residential and commercial consumption continue to
increase. In the electric appliance field slone production
has been running at a rate three times that of pre-war vol-
ume. As indicated above, load and capacity conditions have
been running an even race over the last year and a half. The
demand for further capacity can only be filled in accordance
with the manufacturer's ability to produce. Though deliver-
ies of generating equipment are very slow they are steadily
increasing in volume. Steam turbine msnuf acturers are booked
to capacity for three years ahead,
^
Thougih the industrial use of electric power has
tended to level off, the potential residential and farm use
will play an increasing role in maintaining and augmenting
overall demand. Expectations are that the farm customer will
double his present consumption within a reletively few years.
With nev; concepts of comfort and convenience demanded in the
household and with domestic servant help prohibitive in cost
residential electric use is expected to mount steadily for
the foreseeable future.
Another factor should be mentioned which lends
further strength to the growth factor just described. With
the continuing troubled state of world conditions problems
1. Electrical World.
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of national defense remain foremost In the political picture.
The adequacy of electric power for a rearmament program or
for another state of war has been questioned from many
sources. The desire for adequate capacity is reflected not
only In the expansion programs of the private electric util-
ities but in the growing movement for the expansion of public
power facilities . This challenge has provided an additional
spur to the privately owned utilities to bring about an ade-
quate and successf\il expansion in all aspects, both physical
and financial.
2. Technological Chenge and Electric Power Demand
The trend of mechanization in manufacturing and in
many other lines of business has been fundamental in the
large expansion of facilities that has been in process in the
electric light and power industry. Over long periods of time
a close relationship criii be shown between the trend in labor
productivity (output per man hour) and the smoimt of power
available per worker. The steady growth in productivity has
accompanied a steady Increase in the horsepower per worker in
American Industry. Horsepower per worker Increased one full
unit in each of the two decades covered by the years 1919-
1959. As the present decade comes to a close it has been
estimated, hov;ever, that the amount of power per worker in-
stead of showing an Increase will be just about the same in
1949 as it was in 1939. In the face of a great expansion of

electric generating facilities the amount of power available
per worker in iijnerican industry will be no larger at the end
of the decade than it was at the beginning."''
A related phase of industrial power demand is found
in the percentage of power purchased outside by manufacturing
and other industry to that which is self-installed by indus-
try to that which is self-installed by industry for its ovijn
use. Going back to 1919 the power purchased outside repre-
sented '61% of the total. The corresponding figure for the
year 1939 was bQ% of the total and by 1951 it is expected
that lb% of the total power used in industry will be pur-
chased outside industry. Such a development tends to estab-
lish a new relationship between the trend of production of
all physical goods and the trend of power sales. A doubling
of the physical volume of production will now require some-
thing close to a tripling of the amount of industrial power
used in manufacturing.
In the domestic field an equally large potential
is revealed in the introduction of new power-using products
and in the revolutionary methods now in experimental stages
regarding home heating. In addition to the high level of
standard electric appliance demand relatively new products
such as home freezers and television sets are just beginning
to be sold in large volume. In the field of household
1. Edie, Lionel D., "Investment Trends Affecting Utilities,"
Commercial and Financial Chronicle , June 10, 1948, p. 4.

heating the development of the heat pump promises a future
load increase of great consequence. The heat pump is now
being tested in experimental installations in various parts
of the country. Its potential power consxunption for winter
heating and s\immer cooling is staggering. Average annual
consinaption per heat pump installation runs "between 12,000
and 15,000 kilowatt hours. If merely 5% of the existing
homes were to be served by heat pumps the res\ilt would mean
an increase in present residential annual kilowatt-hour
sales of approximately 45^ for the industry as a v/hole.
Such a development would raise annual domestic electric
revenues by 25%.
One of the more significant studies of demand fac-
tors as they will affect the coming decade has been made by
the Westlnghouse Electric Corporat ion. Basing their esti-
mates on the assumption of a continuing high level of indus-
trial activity and employment certain reasonable conclusions
were drawn as follows. Over the ten-year period 1948-57
residential kilowatt-hour consumption will increase 100%,
farm consximption 140^, smell industrial and commercial con-
sumption 50^, and large Industrial and commercial consumption
71%,. The average increase in kilowatt hoiirs consumed for all
classes combined is placed at 72%. In order to meet such an
estimated growth the electric industry in its entirety,
1. "The Electric Utility Industry by 1957," VJestinghouse
Electric , 1948.
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Including government power projects, would be required to
increase its generating capacity by approximately 80%, Over
a ten year period this would mean an average of four million
kilowatts additional capacity each year.
How have capacity installations since the war com-
pared with this rate? In the years since 1945 the utility
industry has been unable to install the additions planned
due chiefly to shortages of material and equipment. As in-
dicated earlier the additions to capacity in 1948 reached
some-vdiat over the four million kilowatt mark. This still
was short of the planned goal for the year which contem-
plated an addition of four and three quarter million kilo-
watts to industry capacity. With still greater increases
planned for future years the rate of capacity rise should
easily be above the to\xr million figure suggested by the
Westinghouse study. How soon a point of saturation will
be reached is subject to considerable debate.
Another significant feature of the overall pro-
gram is the consistent revision of earlier plans in the
upward direction. In 1947 the industry was speaking in
terms of a four year expansion consisting of eleven mil-
lion kilowatts. Toward the latter part of 1948 this fig-
ure was changed to twenty-three million. Such projections
suggest a problem which is not one of a short-term construc-
tion program but one of a large scale expansion for a long
period of time and at a fairly rapid pace. Such an outlook

20
has significance for the character of the financing involved.
Faced with such a prospect the investor is impressed but
needs to know a great deal more about the financial factors
connected with such a vast expansion. Will industry earnings
be sufficient to support such a structure with the additional
risks entailed? TWhat is the attitude of the regulatory au-
thorities toward the handling of such a program? It is with
such factors that succeeding chapters will be concerned.
3. The Growth Factor in Index Numbers
In order to simplify the masses of data involved
in the expansion of the electric utility industry over recent
years index numbers may be used. Such an attempt has been
made recently by an analyst of the utility industry."^ Sig-
nificant trends can be assessed and easily compared by re-
ferring all changes to a base year. In the following table
1940 was taken as the base year representing 100.
Referring to the table, operating revenues to mid-
1948 have shown an increase of almost 6Z>% over 1940. As
might be expected, however, operation and maintenance ex-
penses rose at a more rapid rate over the same period to
register an increase of almost 115^. Net operating income
before taxes and depreciation managed to show a satisfactory
1. Stathas, Peter P., "The Utility Industry Outlook,"
Commercial and Financial Chronicle
, October 21, 1948.
Figures in the table cover for the most part the Class A
and Class B privately owned electric companies which con-
stitute the bulk of the industry.
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increase of 26.4^ In spite of the inflationary cost picture.
Depreciation and taxes rose substantially by 34^ and 67^,
respectively, v;ith the res\ilt that income available for
fixed charges and dividends remained at approximately the
same level. Since the electric industry has had the bene-
fit of refunding much of its debt at lower interest rates
during the period 1940-47 its income deductions have re-
flected a decline of approximately 27^. As a result net
income increased over the period by a little over 16%,
Preferred stock ref\indlngs were also undertaken on a large
scale with the net result showing annual preferred dividend
requirements for the industry about 22^ below the 1940 level.

TABLE I
GROWTH COMPARISON INDEX
(Year 1940 taken as 100)
12 Months
Ending
June 30
1946 194Y 1948
Total Electric Operating
Revenues 137,0 153.8 162.9
Total Operating & Maintenance
Expense 156.5 192.8 212.6
Operating Income (before taxes
and depreciation) 122.4 125.1 126.4
Depreciation 123.8 129.6 133.8
Taxes 157.5 163.9 166.8
Gross Income (all departments) 102.1 101.1 100.2
Income Deductions 77,9 73.8 72.8
Net Income 116.4 117.3 116.4
Preferred Dividends 85.2 77.9
Balance for Common 125.0 129.5
Common Dividends 108.9 122.8
Investment in Utility Plant
Gross Book Value 103.8 111.3
Net Book Value 93.0 99.7
Net Working Capital 167.9 135.3
^tNumber of Ultimate Consumers 119.7 127.3 131.0
^Generating Capacity 126.0 130.8
^Annual Capacity Factor 124.6 137.7
-"-Total Kwh Sales to Ultimate
Consumers 160.8 183.4 192.9
-J^Index figures are for all electric utilities,
including publicly-owned, contributing to the
public power supply.
So\irce: Commercial and Financial Chronicle,
Vol. 163, Number 4744.
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The previous discussion of growth potentialities
among the various classes of service indicated that one of
the most favorable from the viewpoint of profit and stabil-
ity is the residential type of demand. The following table
will gather together some of the basic statistics concerning
this class and indicate in terms of percent the changes that
have taken place since 1940. It Is this factor that provides
the revenue backbone for most of the individual electric com-
panies and It is in this area that the security analyst often
finds the most promising prospects for increasing revenues of
a stable nature,
TABLE II
RESIDENTIAL SERVICE GRO^iVTH
(1940 - 100^)
12 Months
Ending
June 50
1940 1946 1947 1948
Number of Customers 2^ 51.6 3S75
(Millions)
Percentage of 1940 100^ 119.3^ 126.7^ 130.4^
Kilowatt Hour Sales 25,3 58.5 44.1 47.6
(Billions)
Percentage of 1940 100^ 165.4^ 189.4^ 204.3^
Revenue (Millions |) 895.9 1,240.5 1,566.5 1,443.7
Percentage of 1940 100^ 158,5^ 152.5^ 161.1^
Percentage of Total
Electric Revenues 56.7^ 35.9^ 55.5^ 55.5^
Average Revenue per
Kwh Sold 3.22^z^ 3.09{^ 3.05j2f
Average Annual Bill $56.56 142.79 $44.43 $45.60
Average Kwh per Customer 952 1,329 1,458 1,505
Percentage of 1940 100^ 139.6^ 151.1^ 158.1^
Soiorce: Commercial and Financial Chronicle

4. Income and Expense Ch-aracterlstlca
It is to the annual operations that the utility
investor looks for some evidence of adequate and stable earn-
ings to support his desired investment ret\irn. Because of
its regulated aspects the utility field is often considered
to be excellent from the viewpoint of income and earnings
stability. It is becoming evident that this alone is not
enough, however, to insure the necessary supply of equity
capital for an expanding Industry. The question of adequacy
of return is causing concern. There is opinion that the rate
of equity return ^±11 not remain at a sufficiently high level
to Insure the balanced success of the long range construction
program. Indeed, some of the trends that should cause alarm
have tended to be hidden in the general sustained increase
of gross revenues for each year since the close of the war.
Some profit and loss statement items will now be traced to
Indicate performance over recent years. Later, the perform-
ance of the electric utility industry will be compared with
that of other segments of industry against vHalch the electric
companies m\ist compete for equity funds during the next few
years
.
Gross revenues for 1948 rose approximately 11^ over
1947 figures. The same increase had also been recorded for
1947 over 1946. The significant fact is that the gain in each
case was almost totally absorbed by increased expenses.
Payroll and fuel remain the highest expense items with taxes

coining a close third. The 1947 payroll increase over 1946
amounted to 18%, 1948 payrolls added another 10% to pre-
vious year figures. Fuel costs have increased even more
rapidly due in part to an increase in the price of coal and
in part to an increase in the emount of fuel burned. The
average ton-price of coal rose from |4.89 in 1946 to $5.62
in 1947 and to $6.50 in 1948. In terms of total fuel bills
for the year, 1947 showed a 41^ increase over 1946 and the
1948 figures indicate another 51^ increase over the previous
year. The tax bill has played a role as large in dollar
terms as payroll and fuel. The tax factor will be examined
more closely in Chapter V.
Returning to the use of the year 1940 as a base
for comparison, the following changes can be indicated.
Labor rates have risen from 60^ to 70^ since 1940. Coal
prices have increased approximately 70^ and fuel oil about
150^. In the face of such cost increases industry rate
schedules were lowered by about 10^ over the seme period.
Reflecting this the average price per kilowatt hour received
from all classes of service combined dropped from 2,06^ in
1940 to 1.77^ for the year 1947. In a period of national
inflation v;ith other prices rising steadily the over-all
average price for electric service declined 14.1^. Over
the same period the cost of living index showed an increase
of approximately 70^.
1. Commercial and Financial Chronicle; Edison Electric
Institute
.

The trend of net operating income in the face of
these pressures has been to remain on about the same level
for the Industry as a whole. The variation for individual
companies and geographic areas tends to be quite wide, how-
ever. In the Southwest natural gas is used for boiler fuel
to considerable advantage. Natural gas prices have remained
comparatively stationary under long-term contracts. Other
companies in areas not so favorably situated have had to
ansorb large Increases in fuel costs. The effect on net
income is to give Southwestern companies increases running
between 1% and in a few cases as high as 58^. At the other
extreme some metropolitan companies which have absorbed
serious wage and fuel cost boosts have been showing de-
clines in net income during 1948 of 14^ and more. Poor
water conditions for companies depending on hydro genera-
tion have also contributed to the earnings difficulties of
certain companies. Because of this wide variation the ele-
ment of selectivity, as will be illustrated later, plays an
important role in utility common stock selection.
The operating ratio provides a standard approach
to relationships between income and expense items. For the
electric industry the ratio excluding taxes and depreciation
shows a performance as follows:
1940 - 42.2^
1946 - 48.2^
X947 - 52,8/^
1948 - bb.Qi (12 mos. ending
Jime 30)
i.1
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In spite of a 63^ increase in gross operating revenue over
the period since 1940 the operating ratio has risen by
some 30^.
5. Operating Cost Offsets
The possibilities of offsetting increases in oper-
ating costs in a period of inflation have been explored by-
analysts in the utility field. An offset is defined for
this purpose as being any provision or spplication miiich
enables unit cost to be lowered or that provides a method
for shifting any added burden forward to the consiamer. The
possibilities which exist in this field have been gathered
together and sre summarized below.
1. The use of fuel adjustment clauses is a form
of offset which allows any increase in fuel cost to
be passed on to the consvimer of the service. Although
most companies are protected by such clauses respect-
ing their industrial sales some yj% of other sales
have not yet been covered. To the extent that this
situation is not corrected further rises in fuel
costs will have corresponding adverse effects on
earnings
.
2. Technological developments and standardiza-
tion of generating equipment promise continued sources
of unit cost reduction. The gas turbine may provide

considerable economy in power generation. Though
atomic energy is frequently discussed the concensus
of opinion shows that its use for power generation on
a commercial scale is still quite a few years away.
Opinion has also been given that when atomic gener-
ated power does appear it will probably not cause any
sudden obsolescence in existing utility plants. This
seems to be based on the idea that such a development
is apt to be of a supplemental nature to existing
facilities. The assumption is that atomic generation
of power will be confined to a few large installations
located at strategic points and at a remote distance
from most major load centers.
3. The use of outdoor construction has been suc-
cessfully adopted to keep Investment in new generating
capacity dom. Houston Lighting and Power Company pro-
vides a recent example of this. Investment in new
capacity has been kept below $100 per kilowatt in com-
parison with all-indoor plants which have been running
to $160 per kilowatt or more.
4. Further savings in fuel consumption do not seem
to offer the economy prospects they once did. Adven-
tages have already been gained from higher generating
pressures and temperatures. Other large Improvements
in thermal efficiency are not looked for at the present
tlme.^
i. See Public Utilities Fortnightly, July 15, 1948.

5. Informed opinion sees possibilities of sav-
ings in labor through fiirther adoption of simplified
and centralized control and automatic equipment in-
stallations. This factor combined with the contin-
ual addition of the newer more efficient generators
over the next few years offers considerable hope of
continued resiliency in electric operating costs.
6. Reserve capacity requirements are being shift-
ed to a permanent lower level as improved materials
and designs have increased the availability of the
equipment. Before the war engineers were figuring
necessary capacity reserves to be in the neighborhood
of 25%. Wa.en the industry overtakes demand in the next
few years it is expected that normal reserves will be
calculated on the basis of 10% or 15%. Power tools and
interconnecting systems are important factors in this
lowering of necessary capacity reserves.
1, The President of the Commonwealth Edison Company had the
following to say about capacity reserves as they applied
to his large metropolitan company serving the Chicago
area; , .we expect to be able to operate with a rela-
tively smaller reserve of generating capacity. With some
reliance on interconnections, we believe that a system
such as ours can safely operate with a stejnd-by of two of
o\xr largest generators of 150,000 kilowatts capacity each.
On the basis of our present 2,400,000 kilowatt total ca-
pacity, this would mean a 12^^ reserve. On the basis of
our projected capacity of over 5,000,000 kilowatts it
would mean a reserve of about 10%."
Address of Mr. E. J. Doyle at the 17th Mid-Continent Trust
Conference of the American Bankers Association, Chicago,
111., Nov. 4, 1948.
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7. Transmission economies are looked for In the
further development of high voltage direct current
techniques
.
8. The normal procedure for offsetting higher
costs in a period of inflation is to raise prices.
Until recently the electric companies have been ex-
ceptions to this general rule. For a considerable
period the industry has been able to absorb increased
expenses without increasing rate schedules. This can
be attributed to a number of factors. A comparatively
large portion of each revenue dollar is spent for
carrying charges and depreciation on Investment in
facilities neither of which has increased appreciably
as a cost item. Vi/hile wages, fuel, and other oper-
ating costs have risen sharply the effect has not
been so severe as in the transportation and telephone
industries where labor costs take a larger part of
the revenue dollar.
Another factor allowing cost absorption is the ex-
tremely high level of power output and the rapid rate of
revenue growth. Furthermore, the new investment in needed
expansion with its accompanying fixed charges has not been
proportional to the increase in revenues. The extra demand
has had to be provided for through the use of facilities nor-
mally held in reserve. This has been a factor helping earn-
ings but it has also obscured the true nature of some of the
trends that have been taking place since the war.

Finally, a pattern of falling capital costs has
been extremely significant in enabling the utilities to ab-
sorb rising operating expenses. For msny years the electric
companies have been able to refund their securities at lower
and lower rates of interest. Without this saving feature
their investment position would have deteriorated seriously
and would have made mandatory a wide range of significant
rate increases.
6. Utilities Earnings Trends Compared to Other Business*
^
The current position of an industry cannot ade-
quately be assessed without attention to the record of its
performance over a longer period of time. The following
material will indicate electric utility trends for the past
twenty years and will compare the utility position with that
of other industries and with that of all United States cor-
porations . A fundamental goal of such a presentation is to
portray industry reaction to the different phases of the
business cycle and to bring into focus the elements of long-
term growth. The fixed obligations of the electric utility
field have enjoyed great favor over the past two decades due
to a growth trend and a stability of return that has had
great appeal to the conservative investors of American busi-
ness. Have the developments of the past few years done
1. Sources of information for this section include: National
City Bank, "Monthly Letters on Business Conditions";
Edison Electric Institute Bulletins; Commercial end
Financial Chronicle, June 10, 1948, ("A Look At Utilities
Earning" by Alan H. Temple).

anything to alter the major outlines of this position of
long.^range strength and appeal? What must be done to hold
the favor of utility investors and, in particulsj?, to call
forth the risk capital needed to maintain the foundation
of a sound and competitive credit rating? These and other
questions will be suggested by the following comment on
trends.
A comparison of gross revenues of electric util-
ities and of all United States corporations illustrates two
Items of significance. First is the more rapid rate of long-
term grovrbh experienced by the electric utilities, a rate of
growth that approximates 4»5^ a year compounded for the
twenty-one year period. In contrast to this the rate of
growth for all corporations for the ssme period figures out
to 5.2^, compounded. Secondly, the greater stability of
utility revenues is evident in statistics which cover the
great depression of the early thirties and the recession of
1938. In the heavy downswing of the 1929-1932 period util-
ity gross declined by 13^ in comparison with a 4:9% drop, for
all business combined. These two elements of stability and
growth are responsible for the high investment position
given to prior securities of the electric utility field.
Gross revenue information is presented in Chart I for the
years 1926-1947.
The stability feature is also reflected strongly
in the net income of electric utilities after taxes as

presented in Chart II. The combined figures for all cor-
porations, however, indicate the prevalence of higher risk
elements which are reflected in the deficits of the early
thirties and in the soaring performance characteristic of
1946 and 1947. It should he remembered that such averages
represent vast aggregates of activity which in themselves
show wide degrees of variation. For the illustration of
outstanding characteristics over longer periods of time such
averages serve a useful purpose, however.
The position of the equity holder can be indicated
by analyzing the rate of return on net worth over the vari-
ous phases of the business cycle. Comparisons for this item
are expressed in Chart III. As might be expected in an in-
dustry subjected to regulation and "allowed'' earnings, the
stockholder return for electric utilities has been relative-
ly stable compared to that of other divisions of business.
The transportation figures include the Class I
railroads, air transport, shipping, traction, and bus. The
average return for the entire period in this category has
been approximately 2>%, Even at the present time it is earn-
ing less than any other major industrial group.
In the manufacturing industries the average ret\jrn
comes out to 8.7^ on net worth as compared with the utilities
1926-1947 average of 7.3^. The former group reflects a great
er degree of variation which in one year, 1952, shows opera-
tion at a deficit. The often phrased "prince or pauper"
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industry, steel, averaged a return over the twenty-two year
period of 4.7^, operating at a deficit in five of those
years
,
The other se©nents of business portrayed, petro-
leum and cotton goods, illustrate variations of an even more
extreme nature than that of the steel industry. The average
rate of return for the petroleum industry is 6*9% and for
cotton goods, 4,1^, The favorable position of the utilities
is evident in that they hsve earned more on their net worth
than transportation corporations and more than certain other
major industries in addition to displaying a greater degree
of stability than any of the other categories mentioned.
In the more recent years since the war, however,
the manufacturing and trade corporations have shown the large
increases in rate of return. This can be attributed broadly
to inventory profits and the sale of more goods at advancing
prices. The utilities, on the other hand, have been selling
electricity at declining prices and have not been able to
show improved earnings in a period of inflation. To the ex-
tent that utilities must compete in the capital markets with
other industries during this period, especially in the equity
capital market, a disadvantage might be suffered at least
temporarily by reason of the more brilliant earnings records
of the non-utility industries.
It is important to note one limitation of the re-
tvcrn on net worth as a measure of earning power for utilities.
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To the extent that an indiistry has a relatively larger
proportion of capital in the form of funded debt its rate
of return on total property would tend to be lower then
that for net worth only. For the electric utilities the
rate of return on total property is a more significant
figure due to the large percentage of fixed obligations
which characterize their capital structures as compared
with many other areas of business.
One of the more reliable computations of ret\n»n
on total capital invested in electric and gas utilities
is to be found in Turner's "Financial Statistics of Public
Utilities." The 1948 edition of this publication, cover-
ing approximately 90% of the electric and gas Industries,
shows a retiirn on total Invested capital of 6.54^ in 1946
and 6, 18^ in 1947. This decline of ,36^ can be considered
an unfavorable indication and if it continues there is dan-
ger that the credit standing of the utilities will be im-
paired, thereby making it more difficult to raise the nec-
essary money for service and capacity expansion. The
decline in return becomes even more unfavorable when it is
realized that the rates on fixed obligations also fell to
their lowest points during the same period. The average
1. Publisher, C. A. Turner, 208 South LaSalle Street,
Chicago, 111.

Interest rate on long-term debt reached a low point of 3.04,^
while the preferred stock dividend rate dropped to an aver-
age of 4.57^.''-
A discussion of rates of return on net worth in a
period of considerable inflation is not entirely satisfactory
until recognition is given to one other important factor.
Since net worth reflects only balance sheet book values it
represents a heavy understatement of worth as related to re-
production costs. A return on book value, therefore, ignores
the shrinking piirchasing power of the corporation investment
dollar
,
Since electric utility net income has not increased
proportionately with gross revenue a narrowing of the profit
margin per sales dollar is to be expected. This relationship
is indicated in Chart IV where a long-term downward trend in
utility profit margin is portrayed. Although the fluctuation
for other businesses is quite pronounced it cannot be said
that a similar downward trend is evident for them as well.
The present utility position has come about from pressure on
both the price and the cost sides of the profit-and-loss
statement. Rising costs have accompanied an uninterrupted
reduction in the unit selling price of electric service. A
1. Mr, Turner holds that with the end of security refunding
at lower and lower rates the only source of relief left
for the utility companies in the face of continued in-
creases in operating expenses is to seek adjustment of
rates.
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Net Income Per Dollar Of Gross Revenue
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comparison of the TJ. S. Department of Labor Indexes on the
cost of living and the kilowatt hour price of all privately
produced electricity (both based on the 1955-39 average as
100) indicates that the general cost of living is 70% above
the average vuhile the price of electricity is 30^ below the
average. This information is stanmarized in Chert V.
A comparison of percentage changes in plant and
equipment, total output, total revenues, and net income for
electric utilities and for all manufacturing corporations
over the period 1957-47 brings into focus the comparative
position of the electric utilities as they meet the problems
of physical and financial expansion over the next decade.
It is evident, as presented in Chart VI, that the utilities
have made a much more intensive use of available capacity
over the ten-year period and should have made a better com-
parison with other areas of business in a period of such high
utilization of plant. Although rate of return was maintained
the growth of operating income did not keep pace with the
growth in business. It seems logical to conclude that growth
in volume has covered up trends which may continue to cause
more and more difficulty for the utilities as they solicit
the capital markets over the next few years. It is in the
field of capital raising that the implications of declining
selling prices, rising costs, and declining profit margins
are beginning to be felt.
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CHART VI
Plant, Output, .Revenue, and Net Income Comparisons
For Electric Utilities and I-^ufacturing
Corporations
(Percentage Change 1937-19h7)
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As will be indicated in the next chapter, the
electric utility industry will probably be forced to look
to external sources of capital and the sale of securities
to a larger extent than it has to date. As internal sources
can supply only a small portion of the total capital needs
as estimated for the years 1949-1952, the industry will have
to attract the difference from the open capital market. If
this is to be done on favorable terms the credit position of
the industry must be maintained and operating income must
increase in more favorable proportion to business volume.
A sustaining factor of strength in the industry is
the continuing presence of a flourishing growth. This growth
shows no signs of ceasing and is a strong source of attrac-
tion for investment funds. A great deal of the concern felt
for the financial position of the electric utility industry
is connected with the possibility, however remote, of a slow-
ing down in growth or of a temporary stoppage. It is in such
a circumstance that low profit margins may prove extremely
destructive.
It has been the purpose of this chapter to indicate
the significance of (a) the physical expansion program which
faces the electric utility industry in the post-war period,
(b) the gco'Nth factor isiiich has so strongly characterized the
industry over recent decades and which is continuing unabated,
and (c) the comparative position of the industry with regard
1\
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to other areas of business as indicated by trends in prices,
costs, rates of return on net worth, tot&l revenues, net
income, and profit margins. The statement of the current
position of the industry is not complete, hov/ever, v/ithout
further analysis of the purely financial aspects involved.
The following chapter will be concerned with this phase.

CHAPTER III
PINMCIiOj PROBLEMS FACING THE ELECTRIC UTILITY
INDUSTRY IN THE POSTWAR DECADE
The supply and demand characteristic of the electric
utility industry, indicated in the previous chapter, have
their counterpart in the financing requirements v^iiich accom-
pany any program of physical expansion. This chapter will
describe and comment on the leading elements of the monetary
picture as follows: (a) The construction program and cost
estimates, (b) Capital structure trends, (c) Security financ-
ing techniques, (d) Financing costs.
1. The Construction Program
Cost estimates for the utility expansion program
have "been revised a number of times since the early discus-
sions of 1946. Two major reasons lie behind these revisions.
First, the factor of sn ever growing demand was more often
underestimated than not. Secondly, a constantly rising post-
war price level forced changes in dollar amounts as construc-
tion end other costs mo\mted.
Early in 1948 the Edison Electric Institute esti-
mated the electric utilities' construction program for the
four-year period 1948-51 inclusive to require $6 billion.
Later in the year the magazine Electrical World issued an
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estimate which ran considerably higher at an $8-$10 billion
figiire. In addition to rising construction costs some indi-
vidual companies such as Commonwealth Edison of Chicago and
Consolidated Edison of New York have raised their sights as
to the amo\int of additional capacity needed.
To these estimates should be added the prospects
of an even longer period of large-scale expansion. Commis-
sioner McEntire of the Securities and Exchange Commission has
expressed the belief that the industry appears to be feeing
more than a finite four-year program as had been asstmied.''"
If such is the case there are important implications for the
type of financing that should be imdertaken so that the later
stages of the program will not bog dov;n due to the mistakes
of earlier financing schedules.
Expenditures already completed on new plant for the
years 1946-48, inclusive, are approximately |5.4 billion. A
breakdown of this figure shows the gathering momentum of the
expansion program. Capital expendit-ures for the private
electric utilities were |.3 billion in 1946, fl.4 billion in
1947, and $1.7 billion in 1948. The best estimates for the
next few years place the ennual figure at |2 billion barring
any further rise in construction cost levels. The increases
that have already taken place in the cost of installing fuel
1. See "capital for Kilowatts," Public Utilities Fortnightly,
June 3, 1948, and "Financial Status and Needs of the
Electric Industry," Commercial and Financial Chronicle,
November 25, 1948.
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power plants are indicated by data gathered by Electrical
World. The range of increase over the year 1939 for power
plants is from Z0% to 175^. For transmission lines the in-
creases range from 2b% to 160^. The averages of cost in-
creases for the different groups are as follows: (1948 over
1939 costs)
Fuel plants 54^
Transmission plants 48^
Distribution plants 53^
Miscellaneous 54^
Total plant 53^
It is difficult, of course, to specify with defi-
nite accuracy the real expansion requirements of the electric
utilities. How much is needed to restore reserve capacities
to absolutely "safe" levels is debatable. The engineers are
now figuring on 12-15% reasonably adequate in view of improved
efficiency and possibilities of interconnection. The dollar
magnitude of expansion requirements is itself subject to
change even though the physical estimates remain stable. The
purchasing power of the dollar has not only sn effect on op-
erating conditions but also on the problem of financing ex-
pansion.
A restraining factor in the present expansion may
be the memory of en overbuilt condition lAfcich existed for a
number of years after the 1927-31 construction program. In
the face of a business letdovm the utilities may find them-
selves overbuilt again. Some utility executive may discount
very heavily the stories of huge fut-ure power demands

resulting from such an experimental device as the heat pump
or the talk about extracting oil products from shale rock in
Colorado
.
Federal power policy, or the lack of one, cen also
"be said to have had a restraining influence on the expansion
of private electric utility capacity. A constant threat of
absorption by public power is not conducive to a fast rate
of expansion. The Puget Sound Power and Light Compeny is a
good example of this."^
2, Capital Structure Trends and the Sources of Capital
A question logically following from s. discussion of
the magnitude of the construction program is that pertaining
to the effect of such a program on the capital structure and
investment position of the electric utilities. It is clear
that such sizeable funds csimot be derived entirely from in-
ternal corporate sources. An important conclusion, then, is
that the utilities must resort to the new capital markets
quite heavily to satisfy the needs of such an expansion pro-
gram.
Looking first at the years since 1840 the follow-
ing table will indicate the changes that have taken place in
1. See P. McLaughlin, "Kilowatt Crisis," Commercial and
Financial Chronicle, December 25, 1948, p. 7, for a
discussion of the power shortage in the Northwest, its
causes and the role played by Federal power agencies.

capital structure proportions for the Class A and B pri-
vately omTied electric utilities."^
TABLE III
CAPITAL STRUCTURE PROPORTIONS
Class A and Class
Electric
B Privately
Utilities
Owned
% of Total 1940 1946 1947
Long Term Debt 46.1^ 46.8^
Preferred Stock 14.2^ 15.2^ 15.0^
Common Stock Equity 58.5^ 38.7^ 58.2^
Total 100.0^ 100.0^ 100.0^
Source: Federal Power Commission
It is evident from the table that little change has taken
place regarding overall capital structure proportions be-
tween 1940 and 1947. The position of the senior security
holders has not been disturbed. The proportions compare
favorably with the so-called ideal structure as advocated
by the Securities and Exchange Commission of 50^ debt, 2b%
preferred, and 2b% common stock and surplus. Such sJi "ideal
suffers from the limitations of any generalization, however,
in that it does not recognize the varying conditions under
which a utility might well stand a higher debt with great
success. Factors to be taken into account are the charac-
teristics of the territory served, the type of load served,
1. Commercial and Financial Chronicle, October 21, 1948, p.

and the stability of earnings with respect to the various
phases of the "business cycle.
A weakening of the overall proportions is a defi-
nite danger in the present financing progrem facing the
electric utilities. Many individual companies have already
suffered a deterioration of their capital structure position
which may seriously hinder further financing. On the other
hand the factor of tax savings resulting from a higher pro-
portion of interest bearing securities should be recognized
as a possible offsetting element. At present income tax
rates such savings might help to pay off debt at a faster
rate and work out to a better advantage than having a lower
debt ratio and a higher proportion of preferred stock (par-
ticularly at a time when preferred stocks are harder to sell).
Such conditions mske advisable a more flexible and
liberal attitude on the pert of regulatory commissions toward
capital structure ratios. The financing record for the indus-
try during the post-war years 1946-48 reveals that new capital
has been obtained to the extent of 62% from debt securities,
9% from preferred stock, and 29% from common stock. The com-
mon stock figure includes not only the proceeds from sale of
such securities but retained earnings as well. Such propor-
tions present no danger of themselves but indicate a trend
that may require more attention as succeeding years force the
1. R. B. McEntire, Commercial and Financial Chronicle,
November 25, 1948, p. 38.

utility industry to seek a larger and larger proportion of
its capital needs from the capital market instead of rely-
ing heavily on internal sources as was done in the period
to date.
Referring again to the three-year period, 1946-
1948, the electric utility industry financed a full 50% of
its expenditures for new plant from internal sources. The
other 50% representing new money from the capital markets
was raised in the proportion of three quarters from bond
sales and about one eighth each from the sale of preferred
and common stocks,"^ The proportion of total construction
expendittires represented by new money securities in each
year, however, has been rising thus indicating a progres-
sive exhaustion of cash reserves and government bonds as
internal financing sources.
If the electric utilities are to issue increas-
ingly large amounts of securities in the post-war decade,
what type of capital market do they face and has there been
any major change in its characteristics? In the decade of
1. Barron's Weekly reported on January 31, 1949, the follow-
ing proportions among types of new money securities for
the three years 1946-1948. The percentages differ for
these figures because the surplus element of common stock
equity is omitted, the calculations being limited entirely
to the proceeds of actual security sales. Such figures
serve a useful purpose in highlighting the meager role
played by common stock in recent years. Figures are in
billions.
1948 1947 1946
Bonds $.96 19% $.55 7z% |.66 55^
Preferred ,15 13^ .09 19^ .05 25%
Common .10 &% .04 8% .02 20%

the twenties, the last great period of public utility new
money financing, the principal buyers of utility securities
were individuals. In the present-day market large financial
institutions, the most important of vshich are the life in-
surance companies , have become the major suppliers of pub-
lic utility capital. It can be stated as a fact that a large
utility bond issue or preferred stock issue cannot be market-
ed successfully unless the major life insurance companies
agree to take an active part. The institutionalization of
savings is one of the outstanding features of the present-
day capital market.
The assets of United States life insurance compan-
ies passed the $50 billion mark in 1947 and sre increasing at
a rate of approximately $3 billion a year. What proportion
of total savings each year is accoimted for by the flow
through life insurance companies? In the boom year 1929 the
figure was approximately 4:0% of total estimated individual
savings. In the thirties, a period of low saving, life in-
surance accounted for over 75% of all individual savings.
With the increase in individual saving during the war years
the proportion represented by life insurance accumulations
declined, as would be expected, to under 10% in 1944, Since
the war net savings of individuals have declined quite sharp-
ly with the result that life insurance accounted for 22% of
the saving flow in 1946 and for over 25% of all individual
saving in 1947. With an increasing proportion of total
ji
i
i
!
i
I
i
I
i
I
I
i
saving being derived from people in the middle income brack-
ets, a group which probably makes the largest part of its
saving through life insurance, the importance of life in-
surance institutional saving should increase rather than
diminish in the foreseeable future.
Savings which are made through life insurance have
certain characteristics v^hich are important to recognize for
utility financing. Some of these outstanding characteris-
tics may be summarized as follows:"^
1. They are relatively stable. Much life
insurance saving is an automatic matter and an
element that will be kept in force even if other
types of saving have to go.
2. The scope for investment of life insiir-
ance funds is relatively limited. Both law and
tradition require investments for the most part
in senior securities.
5, Both preferred and common stocks must be
carried by the insurance companies at market
values. Since these are subject to wide fluctu-
ation stocks do not fit well into the insurance
accounting picture. This factor lies behind the
use in recent years of preferred sinking funds
which hsve provided a certain amount of market
1. See, McDiarmid, Fergus J., "Ruling Factors Behind Today's
Utility Financing Problems," Public Utility Fortnightly,
August 26, 1948.
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support, especially for those preferreds which
j
1
normally trade in a very thin market. '
4. Tax exemption in securities has little i
value to life insTjrance Institutions. This is
j
In marked contrast to the position of wealthy '
» individuals where the substitution of a capital !
gains tax of 25% is very Important. Life in-
^
surance companies have thus tended to "buy those
securities whose appeal is in a steady rate of :
i
return rather than in tax exemption or the oppor-
\
tunity for capital gain.
j
It is clear from the foregoing that a ready market exists i
for the debt securities of electric utility companies - a i
factor Mdaich encourages debt financing to a considerable
1
extent in the present market as compared to other junior
j
security financing. The problem is one of maintaining a
j
i
balanced capital structure. As succeeding chapters will
i
Illustrate, the essence of the present financing problem
j
is not the raising of adequate debt money but the provision
of risk or equity capitsl in sufficient volume to maintain
a balanced capital structure, a sound credit position, and
the elements of flexibility so essential in weathering the
|
vagaries of the business cycle.
j
Past experience has indicated the importance of \
maintaining a sound capital structure if the electric I
utility companies are to finance their new capital '
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requirements to the best advantage. The cost of financing
is directly related to this factor as is the market perform-
ance of utility common stocks. Statistics gathered by a
Securities and Exchange Commission study illustrate the ef-
fect of capital structure ratios on the market position of
common stocks. The study was based upon seventy companies
whose stocks were traded in sufficient quantity to provide
a reliable market. The companies were placed in groups
according to the strength of their capital structure ratios
and the price earnings ratios of common stocks compared.
The grouping seemed to demonstrate that the common stocks
of companies having weaker capital ratios tended to sell at
a lower price earnings ratio and higher yield than other
companies with more conservstive capital structures.^ It
was further demonstrated that the companies having Triple A
rated bonds also fell into the highest group according to
capital structure ratios. Those with Double A credits tend-
ed to fall into the second group while the A and Baa credits
uniformly fell into the third group.
1. Securities and Exchange Commissioner McEntire presented
the results of this statistical study in an address be-
fore the National Association of Railroad and Utility
Commissioners in the simmier of 1947.
;jee. Commercial and Financial Chronicle, July 24, 1947, p,l,
"The Capital Structure of Electric Utilities," Also, from
the same publication, "Present and Prospective Electric
Utility Securities Markets," Edward Hopkinson, Jr., June 10,
1948.
The three groups referred to above had median ratios as
follows: Debt ratio Common Equity
Group I 37.5% 5^77%
Group II 40.8^ 40.1^
Group III 54.2^ 34.2^

It is clear from the foregoing that the self-
interest of any utility company requires that it keep its
structure as much in balance as possible so as to maximize
its appeal to investors for any of its securities v;hether
debt or equity.
3, Security Financing Techniques
With changes in the capital markets and in the
nature of the financial problems facing the electric utility
industry come corresponding changes in the fashion of secur-
ities and in the dominant methods of sale. In the 1920*
s
short-term or seriel notes offered to the public were popu-
lar. Now they are rarely issued, term bank loans having
become the more populsT method. Mortgage bonds in an earlier
period were issued in considerable variety - applying to sep-
arate sections of the property and with special features.
Today mortgage provisions for the utility field are highly
standardized. Long-term debenture issues, even "perpetuals ,
"
were in fashion during the 1920' s, especially with holding
companies. Today more short-term debenture issues are in
vogue. Convertible debentures have appeared successfully
in the post-war period even though the S.E.C. is reported
not to favor this type of security.
Preferred stocks were v/idely offered during the
1920' s but at present they are becoming more and more dif-
fic\ilt to sell. Institutional investors have not been
1j
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willing to buy them except on the most favorable terms (wit-
ness the growth of sinking funds for preferreds to provide
among other things an element of market support) , The up-
v/ard trend in money rates has also brought about some sharp
declines in issues of high grade. Some of the writers in
the field have attributed part of the difficulty to the com-
petitive bidding requirement of the S.E.C. or the local com
mission.
Bank loans were widely used by the utilities in
1947 to cover expansion commitments viiile waiting for im-
proved market conditions or to fill in a short-time period
between sec\irity operations. Such loans are constantly
shifting in total magnitude and are usually included in cur
rent liabilities rather than in funded debt.
Table IV presents in s\unmary form an analysis of
utility financing including the kinds of securities and the
methods of sale used over recent decades. Sales to custom-
ers have figured very little in recent financing, the feel-
ing being that it is a slov/ and cumbersome procedure. In
the late 1920' s customer ov/nership drives were widely under
taken. Between 1924 and 1933 over |1, 600,000,000 of securi
ties were sold to customers by the electric pov/er industry
alone ."^
The technique of the direct sale should also be
recognized as a factor in the over- all picture. The ratios
1. Public Utilities Fortnightly, July 29, 1948, p. 175

of private placements of utility issues since 1937 are in-
dicated below. The figures represent percentages of all
utility financing, however, and are not confined exclusively
to the electric utility field. An even larger proportion of
industrial business is placed directly. If industrial and
rail issues are included with utility issues for the year
1947 the private placement proportion would be Z>9% of all
issues
.
Utility Issues Privately Placed
1937
1938
1939
1940
1941
1942
1943
1944
1945
1946
1947
1948 17^ (5 mos.)
12%
IQfo
21%
10%
11%
1. Loc. cit.
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TABLE IV
ANJOLYSIS OF UTILITY FINANCING
Kinds of Securities Methods of Sale
1. Subscription by stock-
holders
Preemptive rights only
Underwritten or not
Oversubscription sub-
ject to allotment
2. Sale to employees
No underwriting
Immediate sale or
Partial payment plan
S. Sale to customers
No underwriting
Immediate sale or
Partial payment plan
4. Sale to one or more insti-
tutions
Competitive bidding
"Agency" negotiation
Direct negotiation
5. Public offerihg
Underwritten
Competitive bidding
Seminegotiated d6al
(consultation with
selected bankers,
with informal
bidding)
Negotiated deal
New York or Chicago
syndicate
Local bsnking syn-
dicate
Selling group, without
underwriting
New York or Chicago
manager
Local manager
Source: Public Utilities Fortnightly, July 29, 1948,
p. 175.
1, Bank loans
Secured or unsecured
Temporary, term, or serial
2. Notes
Short-term or serial
5. Mortgage Bonds
Various maturities
With or without sinking
fund or special retire-
ment provisions
4. DebentTores
Short-term vs . long-term
With or without sinking
fund or other special
retirement provisions
Convertible or not
5. Preferred stocks
With or without sinking
fund or purchase fund
Convertible or not
Junior preferred stocks
Contingent extra payments
Other special features
6. Common stocks
7. Warrants, Options
Offered in combination with
other securities
Detachable or not
Offered separately

The following coinments will take up some of the
specific financing techniques recommended for the utility
field in the light of its present financial problems.
(A) Equity Sales Without Underwriting
.
Offerings
of stock to stockholders during the year 1948 have met with
varying degrees of success. Subscriptions have ranged from
approximately 21% to 98% of the amount of stock offered.
Success has been most usual where the new stock was offered
at a liberal discount from the existing market. In the words
of the report of the Public Service Securities Committee to
the Investment Banlcers Association, however, these offerings
"have proved again that most people - and particularly the
smaller investors - do not buy securities but have securi-
ties sold to them by an Investment dealer in whom they have
confidence.
The committee suggested that attempts be made to
sell stocks without underwriting or commitment, but allowing
investment bankers to manage and supervise. One large offer-
ing was handled in this fashion with the sale of 1,253,000
shares of common stock by the Columbia Gas and Electric
System. The managing investment banking house was paid a
flat fee and placement of the stock was handled by over seven
hundred dealers who also received fees from the company on
1. Report of the Public Service Securities Committee to the
Thirty Seventh Annual Convention of the Investment Bankers
Association. Commercial and Financial Chronicle,
December 23, 1948, p. 23.
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on stock taken by stockholders or purchased loj nev/ stock-
holders. The entire offering was successfully placed at a
reasonable cost to the utility company.
Many possibilities appear in this plan for cooper-
ative placement which lend themselves to enlightened selling
tactics rather than to the overburdened, high pressure situ-
ations which often result when the risk element is greater.
The question still remains, hov/ever, of adequate compensation
to the middlemen for the time and effort spent. The flat fee
system may not be sufficient to maintain interest in such a
plan of flotation.
(B) Subscription Rights and the Small Securities
Dealer . Closely allied to the previous suggestion is the
opportunity which exists to encourage existing stockholders
through the efforts of the small dealers to exercise their
subscription rights when new stock offerings are made. Many
stockholders attach no value to a subscription right, consid-
ering it merely an invitation to buy stock like a broker's
prospectus. V/ith such an attitude warrants are often dis-
carded without further thought. If the small security dealer
who is on the front line of selling activity is given some
reward for his effort, he will telephone each of his custom-
ers owning the stock concerned and can bring his counsel to
bear on the values involved in exercising a subscription right.

The question of making the incentive liberal
enough was handled by Missouri Utilities in the following
manner,"^ In April, 1948 it offered 22,750 additional common
shares to its stockholders through subscription rights at
$12,50 per share. To any security dealer responsible for
the exercising of a subscription rifjht a 25 cent per share
fee was paid. In addition 40 cents per share was offered
for all stock subscribed and issued in excess of the pre-
emptive shares stipulated in the right. The dealer response
to this was very satisfactory with the result that 98.5^ of
the shares offered were taken by existing stockholders.
In view of the limited success of many of the re-
cent offerings through subscription rights this method of
handling could be used successfully on a wider scale. It
is a recognition of the importance of the selling function
and an affirmation of the assertion made above that inves-
tors do not buy securities but must have securities sold to
them by dealers in v.hom they have confidence. Lacking an
incentive there is no reason v;hy a dealer should voluntarily
advise his customer concerning a subscription right. If he
is asked by a customer to handle a right it actually means
a loss of time and expense in mailing and delivery. Fiirther-
more, the customer by doing so has indicated that he has some
extra funds for investment, funds out of which the dealer
1. Cf. Hyde, W. Truslow, Jr. & Abrams, Ernest R. , Public
Utilities Fortnightly, November 18, 1948, p. 708.
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could have made a profit "by selling him something from his
inventory of securities availahle.
Here, then, is a field where the security dealers
of the country can aid the utility corporation in an intelli-
gent and effective manner, provided they are given an adequate
reward for the effort involved.
(C) Convertible Securities. Convertible debentures
and convertible preferred stocks have not appeared as often as
might have been expected during 1948. It is a feature that
might have made preferred stocks more marketable as an offset
to a market for such securities viiich has been growing ever
more narrow. Convertible debenture issues, such as those of
Virginia Electric Power, Peoples Gas Light, and Detroit Edison,
have proved to be very popular. Such a device appears favor-
able when common stock financing can be done only at a high
cost to the corporation - and such is the case at the present
time. The lower cost debentures have the advent age from the
buyer's viewpoint of being carried at amortized rather than
market values. Being evidences of debt they can be purchased
in large quantities by institutional investors.
Such a technique of financing, however, does Increase
the debt segment of a utility's capital structure. Since the
ultimate goal is conversion it may be wisdom to permit indebt-
edness considerably in excess of the 50% limit advocated by
regulatory authorities. As conversion takes place the balance
between debt and equity securities will be restored.
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The use of the debenture has not been a widely per-
mitted feature of electric operating utility financing. The
standard approach has been confined generally to the mort-
gage bond, preferred stock, and common stock channels. With
the magnitude of the new capital problem facing the industry
at the present time a need has arisen for greater flexibility
in financing techniques. There is a natural and justifiable
desire on the part of the utility company to maintain the
rating given to senior issues by various statistical agen-
cies. The continued use of the mortgage bond medium to the
limit might cause a drop in the rating of existing issues
with higher future interest costs resulting on all mortgage
financing. Use of the debenture solves this problem at an
interest cost which is only slightly above mortgage rates
and for short maturities may even equal such rates.
The increasing pressure for the use of debentures
has run into the problem of charter unsecured debt limits,
the standard provision being that unsecured debt should not
exceed 10% of total secured debt, capital, and surplus.
This restriction is supported by the S.E.C. view that the 10%
unsecured debt limitation provides enough room for temporary
financing and that permanent capital should be raised from
the sale of mortgage bonds, preferred stock, and common stock.
The v/riter feels that modification of this limitation is ap-
propriate at the present time under certain conditions. With
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construction expenditures rimning at a high rate and with a
growing proportion of these outlays coming from external
rather than internal sourcesm the use of all financing tech-
niques and channels should be made available to give the
program as much flexibility as possible. In addition, finan-
cial judgment may reo^uire a large-scale use of the bank loan
to cover temporary periods when market conditions are not
considered proper for selling permanent securities.^ This
may be difficult or impossible if debt obligations have al-
ready been issued in the form of sinking-fund debentujces or
serial notes. Flexibility at the present time would require
some allowance for debenture debt and still leave open the
channel for bank loans over short periods. With the 10% rule
this may be impossible.
Some utility companies have already asked their
stockholders to approve charter amendments which would mod-
ify the 10% limitation. The S.E.C, with reservations, has
given its approval to such moves but it is proceeding with
extreme caution. Its position is well stated in its find-
ings with respect to the sale of debentures by Texas Electric
Service Company (Release 55-8059).
1. Cf. Chandler, Marvin, Public Utilities Fortnightly,
November 4, 1948, p. 659.
2. Ibid , , A list of companies which took action in 1948
appears on page 658.
5. Ibid,, p. 645.
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"Due to the substantial program of expan-
sion which Texas Electric, in common with the
rest of the electric utility industry, finds
it necessary to finance within the next few
years, the company has deemed it expedient to
avail itself of its secondary credit through
the issuance of unsecured debt in the form of
the proposed debentures. We do not believe
that the issuance in this case of such rela-
tively large amounts of debt in the form of
debentures necessarily requires our disapprov-
al ... , but our decision herein is not to be
taken as meaning that debenture financing may
be resorted to as a matter of course. In any
event, if debenture financing is resorted to,
we believe it necessary that safeguards be
adopted for the protection of the debentijre
holders and the issuing company's capital
structure.
"In the instant case, there is included
in the debenture agreement a provision which
will restrict the payment of cash dividends or
the making of any cash distribution to the com-
mon stock in excess of 75 per cent of the earn-
ings available therefor in any one year so long
as the ratio of total debt to total capitaliza-
tion exceeds 66 2/5 per cent. In the event that
such debt ratio exceeds 75 per cent of the total
capitalization the restriction on cash dividends
or distributions to the common stock will be 50
per cent of the annual earnings available there-
for.
"We have concluded that the above -described
restriction is acceptable under the facts of the
present case. We v/ish to emphasize, however,
that the treatment approved herein is not neces-
sarily to be considered as a guiding precedent
for safeguarding the capital structure and equity
ratios in future cases where debenture financing
may be resorted to. As futiire cases arise, we
shall give them individual consideration, based
on the circumstances of each case and on oior con-
tinuing study of the problems in the light of ex-
perience in such cases. It may be that other
protective provisions may then appear appropriate.

(D) Financing by Lease . A suggestion has been made
that utilities might obtain the use of capital from various
institutions by leasing from them such items of real estate
1
as garages, service buildings, and office buildings. The
application of this method is obviously limited in relation
to total capital requirements but it offers possibilities
that should not be ignored in the light of present conditions.
Some utilities have already shown considerable interest in it.
The signif icsjice of the plan lies in the fact that
firms of strong credit can avoid tying up their ov/n capital
in real estate, thereby leaving it free for more profitable
use elsewhere. ¥/here a utility already owns its buildings
and real estate these could be sold to a financial institu-
tion and then leased back, full control being retained as
before. The full amount of the rental, consisting of both
interest and amortization, has been well established by tax
authorities as an operating charge before income taxes.
Freedom of action is also maintained under the lease agree-
ment. If the occupier wishes to move, he is free to do so.
If the user desires to occupy after the original lease per-
iod, he can do so for a nominal rental. The plan has been
recognized and utilized by such leading firms as Sears
Roebuck, Montgomery Ward, Woolworth, and Westlnghouse
Electric. The suggestion is that many utilities might bene-
fit in the same fashion as others have.
1. See McDiarmid, Fergus J., Public Utilities Fortnightly,
August 28, 1947, p. 278.
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The most serious objection to such a plan is its
limited application to the utility field in relation to the
magnitude of the financing task to "be accomplished. Fur-
thermore, most utilities would find themselves severely
handicapped in any attempt to sell real estate which had
previously been pledged for one purpose or another. Applied
to new real estate such a system has merit but it cannot
provide any major solution for the electric utilities at
the present time.
4. The Trend of Financing Costs
Over recent months utility financing costs have
tended to reverse their falling trend, characteristic of
most of the 1940' s, and have started to climb upward, al-
thoiigh hesitantly. Most refunding operations have come to
an end and preferred stocks are becoming increasingly dif-
ficult to sell. Common stock financing can be done only at
high cost and even the yields on high grade debt securities
are creeping upward. The early months of 1949 indicate that
financing costs have now returned close to the 1940 levels.
Bonds and debentures v/hich v/ere yielding an average of 2.8^
in 1947 moved upward to 3.02% for 1948. Preferred stock
yields on the average moved up over the same period from
4,0^ to 4.5^. Chart VII indicates historical and current
yield trends in utility financing costs. It is to be noted
that these costs are for the entire utility industry rather
than the electric group \inder study.

69
In keeping with the previous comparisons for the
electric industry from the base year 1940 the following com-
posites can be mentioned with regard to financing costs. A
comparison with 1947 costs will indicate the degree of de-
cline that took place before the reversal in trend set in.
The average interest rate on long-term debt in 1940 was
5.87^ as compared with 2.89^ in 1947, a decline of approx-
imately 25%. In a similar fashion the preferred dividend
rate for 1940 was 5.94^ as compared with 4.53^ in 1947, a
reduction of some 2Z%» As a result of such refunding oper-
ations the balance of net income available for the common
stocks of the electric industry reflected an increase of 29%
betv/een 1940 and 1947."^ Dividend payments shov/ed a corres-
ponding increase of almost 2Z>%>* It is evident that the com-
mon stock position received considerable benefit from the
changes in yields received by the senior security holders.
Palling capital costs explain in large measure the
ability of the electric utility industry to absorb rising
operating costs during the war and post-war period without
receiving rate relief. Although the reversal in capital cost
trend is not marked enough to be specifically labeled as such,
the indication is that no further economies cpn be expected
from this source in the foreseeable future.
The disappearance of prospects for continued econ-
omies through falling capital costs seems to be compensated,
1. Cf., Stathas, Peter P., Commercial and Financial
Chronicle, October 21, 1948, p. 7.

CHART 711
Source: Standard & Poor's
Moody's Service

however, by indications over recent months that certain util-
ity operating costs are leveling off and in some instances
actually declining. To the extent that this trend is main-
tained the overall position of the electric utilities should
remain relatively unaffected by slowly rising capital costs.
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CHAPTER IV
RAISING EQUITY CAPITAL FOR THE
ELECTRIC UTILITY INDUSTRY
The vital role and function of risk capital has
been acknowledged and given lip service from almost all quar-
ters. Yet the question of raising venture capital still re-
mains one of the most pressing, and as yet unsolved, financial
problems of the present day. Mr, H. E. Humphreys, chairman of
the finance committee of the United States Rubber Company,
presented the problem, as have many others, in the follov/ing
words
.
"In early industrial America, good profits
were not only made, they were saved and plowed
back into business to supply bigger and better
plant and equipment to make better quality prod-
ucts at lower cost to the consumer and thus ben-
efit more and more people. Ventuj^e capital,
productively employed, became the source spring
of the American standard of living.
"The continuation of prosperity in the United
States is threatened by the inability, and unwill-
ingness, of individuals to supply risk, or equity,
capital to our economic machine. Yet this is the
only way to keep the machine running in high gear."
It is the purpose of this chapter to examine the Implications
of the equity capital problem for the electric utility industry
1. New York State Bankers Association, Annual Meeting, June 1947.
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and to discuss the various means "by which risk capital can be
encouraged to flow more freely. It is the opinion of the writer
that a number of channels exist which can be successfully ex-
plored in the attempt to raise common stock funds. A discus-
sion of these channels constitutes the substance of this chapter.
The equity capital problem will be handled under the following
headings: (1) Market action, (2) The Institutional Investor,
(5) Rate changes and the earnings factor, (4) Dividend Policy,
(5) Stockholder relations, (6) Is the need for equity capital
overstressed?
(1) Market Action
Historical perspective can be gained by a glance at
market action of representative operating company stocks over
recent years. The correlation of market action with a sound
knowledge of investment fundamentals is the essence of soimd
analysis and appraisal. Chart VIII Indicates the market action
of operating company stocks since 1939 and compares such action
with electric operating revenues, kilowatt hour sales, and net
income. Analysis of equities must correlate market fluctua-
tions, wiiich reflect various supply and demand factors, with
other developments which affect investment values (revenues,
earnings , dividends , etc
.
)
.
Chart VIII reflects market reaction to the factors
which have influenced public utility stocks over the past ten
years. According to the Standard and Poors average one complete

CHART VIII'
Source: Federal Power Coinraission
Class A and B Utilities,
Research Report, Josephthal
& Co., July, 19ii8.
1. Utility Research Report, Josephthal & Co., July 1948
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cycle is indicated from the prewar high of 1940 to the post-
war high of 1946. The serious decline from 1940 reflects in
large part the increasing tax burden and culminated in April,
1942 during the hearings "before the House Ways and Means
Committee concerning the Treasury's proposed excess profits
tax. The net income of Class A and Class B electric utilities
declined only 10^ from the 1940 high while stocks declined hy
approximately 55^.
A four-year recovery then set in from April, 1942,
to May, 1946, a change of 158^ in the Standard and Poors av-
erage. Reasons given for the subsequent decline have been
numerous. An inflationary squeeze on earnings was foreseen
with rising costs pressing against fixed rate schedules.
Equally important was the recognition that the 60^ increase
in kilowatt hoior sales since 1940 had outrun plant expansion
and that much new capital would soon be required. Further-
more, in spite of rate reductions earnings were running at a
high rate compared to property values and probebly could not
be justified in a regulated industry. The cumulative effects
of market reaction resulted in a decline of 2Q% from the 1946
high.
In the face of all this revenues and unit sales con-
tinued to increase at an annual rate of about 10^ giving strong
indication that the growth trend of the industry was an unin-
terrupted one. In relation to such factors and to others with

the exception of public confidence, public utility stocks
have been selling at unusually low levels for some time.
For some time now the seemingly excessive return
on investment characteristic of immediate post-war earnings
has been undergoing correction as a large physical and finan-
cial expansion has been generated to meet the growth already
experienced. Such expansion has had the effect of justifying
the record earnings which were being reported in the earlier
period. It was the failure of utility earnings to shovir an
increase commensurate with revenues during the post-war years
that has shaken public confidence in public utility common
stocks. A continuation of strong inflationary forces might
have aggravated operating difficulties to a greater degree
but there is now gathering evidence of a leveling off of
price-cost relationships which, in the face of continued high
gross revenues, should act in favor of the operating utili-
ties. The feeling is evidently still strong in the market,
however, that expansion will inevitably lead to a dilution of
earnings. In the opinion of the writer this view is not nec-
essarily justified as the investment base against which earn-
ings are compared has been increasing over the past two years.
Earnings no longer represent an excessive return but can be
expected to increase on an allowed basis commensurate with
the new capital invested.
Is there a "normal" to which utility stocks might
tend to return? The concept of a "normal" level places the
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analyst on treacherous ground for the market has often demon-
strated that it can adjust itself to new plateaus or nev; de-
pressions for long periods of time. In 1946 confidence was
at such a high level that utility stock prices were 18 to 20
times earnings and yields were between 4^ and b%. At the
present time a more accurate average would be about 10 times
earnings. A compilation of ten utility common stocks pre-
pared by the Institutional Utility Service shows an average
price-earnings ratio of 15.6 for the twenty-two years 1926-
1947, inclusive."^ Over this period the stocks sold as high
as 19.9 times earnings in 19 29 and as low as 9.9 times earn-
ings in 1941. Under this type of a long-run "normal," there-
fore, utility common stocks should sell on an average of 14
times earnings. A return at the present time to this kind of
a "normal" would mean a 40^ to 50^ rise from existing levels.
A look at the comparative performances of Dow-Jones
stock price averages for fields other than utilities will
also emphasize the attitude of the market toward utilities
in the post-war period. Some feel that this action reflects
correctly the estimated dangers of what was primc?rily a ser-
ious inflationary situation in a politically unsettled period
when effective anti-inflation action was hardly to be expected.
Others reason that the market has misjudged the investment
appeal of utility stocks and that there is no economic
1. Ibid.
, p. 3

foundation for such a market picture."^ Table V indicates
Dow-Jones performances over a tv/o year period for industri-
als, rails, and utilities.
2
Table V
COMPARATIVE PERFORMANCES OP DOW- JONES
Stock Price Averages
Industrials Rails Utilities
1946 High 212.5 65.3 43.7
1948 High 193.2 62.3 36,0
Per cent 1948 below 1946 9.1^ 7.3^ 16.0^
1947 Low 163.2 41.2 32.3
1948 High 193.2 62.3 36.0
Per cent 1948 high recovery
over 1947 low 18.3^ 51.2% 11,5%
The implication of the foregoing table is that util
ity common stocks have lost ground relatively and hsve deterl
orated in attractiveness at a time when utility equity money
is badly needed. While other shares are only 7 to 9 per cent
below their 1946 peaks, utilities are 16^ below its corres-
ponding peak. Furthermore, the recovery from 1947 lows shows
the same sluggishness for utilities in relation to the other
groups. Since utilities, regulated as they are, must still
1. An example of this viewpoint is to be found in the Public
Utilities Fortnightly, August 26, 1948; Scaff, Harold H,
,
"Electric Utility Stocks are Better Than Ever,"
2. Public Utilities Fortnightly, November 18, 1948, p. 715.
I
compete against other groups for risk capital the competitive
outlook on the basis of this performance is not comforting.
Commissioner McEntire of the Securities and Exchange
Commission presented in mid-1948 a very optimistic picture of
the ease with which utility common stock money could he raised.
Pointing out that "investors absorbed almost $500,000,000 of
utility common stocks in 1947," he concluded that "the only
reason investors did not take more common stocks in 1947 is
that more was not offered," This underestimation and overslm-
2
pllfication of the problem has since been criticized as fall-
ing to distinguish between the amount of stock represented by
holding company disposessions or the stock subscribed by Bell
system employees, both of which accoimted for very large
amounts in that year. Common stock sold for new capital pur-
poses in 1947 by electric and gas-electric utilities amounted
to only 18 issues with gross proceeds totaling approximately
160,000,000. It was felt that Commissioner McEntire had taken
no account of the necessity for additional earnings or earning
potentials to support new capital issues.
Another factor which, although it is less important
and less widely discussed, has had its effect on the low es-
timate of the utility common stockholder's position concerns
the handling of plant write-offs over recent years. The net
1. Ibid. , June 5, 1948, p. 741.
2. See, Waterman, Merwin H., "Regulation and the Equity
Capital Problem," Public Utilities Fortnightly,
November 18, 1948.
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result of the write-off program administered by the various
regulatory concnissions has heen to deprive utility security
holders of certain hona fide investments which they or their
predecessors had made in the properties. To: the extent that
this becomes the 'rate base" investors lose a "fair return"
on a portion of their investment. The Federal Power
Coramlssion has even gone further than the original Federal
Trade Commission plan by forcing utility plant acquisition
adjustments (Account 100.5) on the basis of original cost
"#ien first devoted to public service."*^ The penalty has,
in effect, been imposed entirely on the cornmon stockholders
in spite of the fact that on the average they have contrib-
uted only about one quarter of the total investment in the
property. Institutional buyers have registered some alarm
at the low book values of some utility stocks. They undoubt-
edly feel that a "fair return" on the book value might be
Inadequate to maintain dividends and market values.
(2) The Institutional Investor .
The growing institutionalization of saving is one
of the outstanding features of the modern capital market.
Banks, Fiduciary Trusts, Foundations, Colleges, and Insurance
companies all pour millions of dollars into the investment
stream each year. The most important institutional inves-
tors of this group from the viewpoint of dollar volume are
1. See, Ely, Owen, Public Utilities Fortnightly, January 16,
1947, p. 87.
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the life insiirance companies. Their tremendous growth and
important role in the financing of industry are indicated by
an increase in total assets from $8 billion after the first
World War to approximately $52 billion at the present time.
In 1948 "Life Insurance Pact Book" issued by the
Institute of Life Insurance gives abundant evidence of the
vast importance of insurance as a channel for the savings of
the American people. The security portfolio for the year
1947 compares with 1921 as follows:
1947 1921
Railroad Bonds #2.9 $1.7
Railroad Stocks .1
Public Utility Bonds 7.0 .2
Public Utility Stocks .4
Industrial & Misc. Bonds 4.9
Industrial & Misc. Stocks .9
Total $16.2 $1.9
The figures indicate a growing interest in utility bonds
which contrasts sharply with a comparative lack of interest
in railroad bonds. The percentage of assets in the form of
utility bonds has increased from 2% in 1921 to 15.4^ in 1947.
Another picture is presented in the field of comiiion
stocks, however, due to the fact that most large life insur-
ance companies are prevented by state laws from purchasing
such stocks. In 1947 of the $1,400,000,000 stocks held about
three quarters represented preferred and the other fourth
common. It is in this field that an opportunity exists for
permitting enlarged purchases of utility comraon stocks of good
I
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caliber. Insurance companies have already taken large equity
positions in the field of real estate and housing develop-
ments so that little reason exists for refusing to liberalize
provisions along other suitable equity lines.
The most important state to the life insurance in-
dustry is ilew York, and its lav/s do not permit investment in
common stocks although some purchases of utility preferreds
are permitted. Although there is no complete compilation of
state laws some 31 states are said to allov/ purchase of pre-
ferred stocks while some 21 others permit limited purchases
of common stock. The liberalizing of such permissive feat-
ures need not prevent the erection of certain restrictions to
protect the quality of the investment. Minimum standardis
could be provided by the state such as (a) uninterrupted
dividend payments for ten years; (b) a minimum of 20% of
gross revenues available for all dividends; (c) a debt ratio
of not over 50%, etc."^
InsTorance company stock purchases would provide a
very satisfactory partial remedy for the present tendency to-
ward unbalanced utility financing. The sale of common stocks
for new money purposes has centered almost entirely on sub-
scription offers to present stockholders accompanied by var-
ious promotional features such as overallotments
,
partial
payments, and special dealer compensation. During the first
1. Cf., Public Utilities Fortnightly, November 4, 1948, p. 674.
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eight montlis of 1948 only 15% of total utility new money
offerings were represented "by stock sales. This ratio would
become still smaller if temporary bank loans v/ere included in
total financing. Such a trend, if continued for a number of
years, can only result in a major increase in the overall debt
ratio with its unfavorable implications.
The nature of the problem has been forcefully pre-
sented by Thomas W. Phelps, partner in Francis I. duPont & Co.,
who spoke at the American Life Convention as follov/s:"^
"The dilemma in which the insurance industry
finds itself is that the evidences of debt it wants
to buy for investment are no good without a reason-
able margin of buffer or risk capital, while the
supply of risk capital is being reduced to no in-
considerable extent by the insurance industry's
success in selling a larger proportion of the
American public on the idea that a life insurance
policy is the first and most desirable of all forms
of savings. Life insurance companies could recog-
nize that their very success in selling themselves
as the Number One custodian of the savings of the
American people is going to compel them to assume
a larger share of the risks of our system of demo-
cratic Capitalism."
(5) Rate Changes and the Earnings Factor
Many writers in the electric utility field see
rate increases as the ohly adequate and permanent solution
to the current problem of raising camrnon stock funds. Addi-
tional earnings must be forthcoming to support new equity
issues and give them investor appeal. With inflated oper-
ating and capital costs there is no assurance that this will
1. Ibid., p. 676.

84
occur. Furthermore, such costs are not only inflated but to
a large extent have become rigid. Rate relief appears to be
the only satisfactory answer. This channel appears even more
desirable when it is realized that much of the new expansion
will not proportionately increase earning power since it is
designed to restore reserves to necessary levels. Expansion
is thus merely catching up with earnings v/hich have already
been achieved. If these earnings are not sufficient to at-
tract equity funds, and much evidence indicates this to be
the fact, then some relief must be sought through rate
changes.
Common stocks can be and are being sold, but at a
price. The question is what constitutes a reasonable price?
It may be possible to force additional capital out of exist-
ing stockholders by offering subscriptions at bargain prices
but how long can this last without adequate additional earnings
to support the larger equity."'' The only true investment
1, The dilution factor places practical limits on the use of
this technique extensively. To illustrate: if, with a mar-
ket price of $60 a share, stockholders are offered rights
to buy additional shares on a one for five basis at f'SO,
this new investment must at least earn enough to be ¥/orth
|50 to keep the dilution reasonably limited. If this is
the case dilution would stop at $58.55. (5 x 60) plus 50
6
If new earnings, on the other hand, do not justify the $50
investment, the dilution could approach as a limit $50 and
the motivation for making the investment in the first place
will have disappeared; i.e.. Maximum dilution, (50 x 6)plus 0
6
'
See, Public Utilities Fortnightly, November 18, 1948, p. 716.
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attractiveness is in demonstrating an earning and dividend
potential that recognizes the risks involved in utility com-
mon shares. Commissioner McEntire of the S.E.C. re-empha-
sized this fundamental in an address in November, 1948, when
he stated: "The (electric) industry's construction progress
can be financed successfully, of course, only if utility com-
mon stocks retain their 'investor appeal.' To do this, earn-
ings and dividends must be attractive."*^
That this earning potential is not satisfactory is
illustrated by the remark of an institutional investor that
utility common stocks were not approved for purchase because
2
the utility industry "is not a growth industry," Here growth
meant specifically the earnings available for the common stock
equity. Growing sales and revenue might be acknowledged but
this has not been translated into growing earnings for the
stockholders. On this basis the market shuns electric utility
equities. A study of large university and college portfolios
made in 1948 revealed that 30^ of their combined funds were in
common stocks but only Afo in utility common stocks. Such a
figure seems extremely low in light of the fact that utility
common stocks are made to order for funds of that type. These
indications of disfavor cannot be ignored when much financing
still lies ahead for the electric utility industry.
1. Address before the National Association of Railroad and
Utilities Commissioners, Commercial and Financial Chronicle,
November 25, 1948, p. 39.
2. See Young, Harold H. , Public Utilities Fortnightly,
January 20, 1949, p. 75.
3. Ibid.
, p. 76.
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There has "been a natural reluctance on the part of
utility management to apply for rate increases. The industry
is rightfully proud of its record of continuously falling
rates. Such a feature has been a big advertising point.
Hence, the hesitancy in bringing about a reversal of this
trend. Yet there is nothing to be gained from standing
still and admiring this record in the face of present prob-
lems. Furthermore, the rate increases which would be neces-
sary in most cases need not be large. The effect would be
merely to cancel a few previous decreases, leaving the level
of rates still very lov/ and attractive by comparison with
other prices. An opportunity exists here also to overhatil
rate structures in the process. Inequalities and injustices
might v;ell be corrected without the necessity of an across-
the-board rate increase. Industrial rate schedules, for ex-
ample, would provide a good starting place for careful
analysis.
Rate adjustments, of course, involve commission
approval. What has their response been to this method of
relief for the utilities? The evidence that has accumu-
lated so far indicates that regulation is a two-way street.
Electric companies have been quite successful in obtaining
rate increases from regulatory authorities. Typical ex-
amples include California Electric Power, Detroit Edison,
Potomac Electric Power, Atlantic City Electric, Brockton

Edison, Central Maine Power Company, Cincinnati Gas and
Electric, and Virginia Electric and Power.
A compilation of electric rate increases was made
by the magazine Business Week covering the period January 1,
1
1947 through September 30, 1948. It found that 64 electric
utilities had applied for 66 rate increases. Fifty-three had
been granted by the end of the period and none rejected. It
is significant to note that 86 publicly ov/ned systems in-
creased their charges during the same period. The tendency
in recent private applications has been to ask for regular
increases varying from 2% to 19^. Two principal arg-uments
have been used to support the requests, (a) increasing wage
and fuel costs, and (b) the need for higher earnings to facil-
itate the financing of the construction program.
A geographical breakdown of the Business Week fig-
ures shows that over two-thirds of the applications came from
utilities in the northeast and north central states where coal
must be transported from other sections of the country. Most
of the remaining applications came from the southeast where
coal and fuel oil costs are important. It is to be noted that
no applications were received from a large area running from
Texas to the state of Washington. A good part of the explana-
tion can be found in low cost natural gas in the middle south
and low cost hydro in the northwest.
1. Business Week, November 1948.
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Companies which logically need rate relief cm be
classified into three types. Recognition of these cate-
gories will also be found helpful in individual company anal-
ysis. First are those companies with thin customer densities
and comparatively large investments in relation to revenue;
secondly, those under strict commission regulation which has
tended to limit the rate if return to a minimum leaving little
room, if any, for adverse fluctuations; and thirdly, companies
that have suffered from subnormal water conditions which have
forced the piirchase of large amounts of high cost power or
have forced its generation in fuel burning stations of low
efficiency.
The reasonable attitude of the cora^nissions toward
rate increases is reflected in the following interesting state-
ment made by the Michigan Commission in granting a rate in-
2
crease to Detroit Edison:
, . , this Commission cannot be unmindful
of the operating costs of any utility .... in
furnishing to its customers the reasonably ade-
quate service to which these customers are en-
titled. Neither can it shut its eyes to the
rising costs and prices which are of such vital
concern to the Petitioner and which sharply re-
duce its return upon its properties below all
reasonable, safe, and proper levels. Nor can this
Commission overlook the stockholders of this util-
ity .... whose investments have made it possible,
and vAio are entitled to realize a fair return on
1. Commercial and Financial Chronicle, October 2, 1948,
"The Utility Industry Outlook," p. 28.
2. Commercial and Financial Chronicle, November 11, 1948,
"Is the Electric Utility Industry Approaching Maturity?"
p. 43.

such investments. Similarly, v>re cannot be in-
sensible to the need of this utility for a good
sound credit rating and standing, so that it
may continue to be able to attract and obtain
funds .
"
Although it is difficult to speak in terms of
aggregate, it seems to the writer that the large margin of
technical improvement which existed in earlier years has
gradually been reduced so that increasing operating and cap-
ital costs cannot easily be overcome except through the med-
i-um of reasonable rate increases. So great is the differen-
tial between utility rate levels and most other prices that
increases in the former will have little, if any, unfavorable
economic effect on demand factors. The essential nature of
electricity gives the demand for it a high degree of inelas-
ticity. Added to this feature is the continual outward
shifting of the demand curve which has sho^wn little sign of
stabilizing as yet. Historically, this factor has probably
been more important than the characteristic of inelasticity.
The effects of the two have been very difficult to separate
with any reliability.
Although a good case can be made in favor of rate
increases for some companies, the urgency of many situations
has been modified in recent months by a leveling off of cer-
tain important cost factors. With an alleviation of infla-
tionary pressures the need for widespread rate increases
diminishes.

In individual cases specific rate increases may be
necessary and desirable due to special circumstances sur-
rounding each company's operations. The United States
Supreme Court in its more recent decisions has clearly sub-
ordinated all formulae concepts to what it has called "a
reasonable end results." It is this "end result" approach
that should be applied to each company to determine whether
rate increases are necessary and, if so, how much. An approx-
imation to this method can be worked out for each company by
computing the revenue requirements necessary to attract new
equity capital. By assuming a reasonable given dividend and
earning potential a figure can be achieved v;hich represents
the additional gross income required to support the given
number of additional common shares at a certain price. After
allowing for a certain gross income margin and for a reason-
able revenue growth factor an "end result" 3\m can be detem-
Ined which would indicate the revenue to be derived from a
rate increase."^
1. A practical approximation to the "end result" method has
been worked out in some detail by Professor M. H. V/aterman
of the University of Michigan. The basic steps in the com-
putation are listed below to give some indication of the
method of procedure. (See, Public Utilities Fortnightly,
November 18, 1949, p. 720).
Revenue Requirements to Attract New Equity Capital
1. Number of additional shares required at ^ per share.
2. Number of shares already outstanding.
3. Total shares outstanding, pro forma.
4. Dividend potential at
5. Retained earning potential at fo,
6. Interest requirement on bonds.
7. Total gross income requirement.
8. Present annual gross income. (Subtract)
9. Additional gross income requirement.
10. Additional gross revenue requirement, assuming
% gross income margin.
11. Revenue provided by growth factor at t rate. (Subtract)
12. Revenue to be derived from rate increase (end result).

(4) Dividend Policy
Closely allied to earnings is the dividend factor,
the percentage of earnings actually appearing as investor
Income. Is dividend policy contributing its mgjcimum influ-
ence in enhancing the desirability of utility common stocks?
The overall answer for the electric utility field would be,
yes. Operating companies are paying out approximately tv/o
thirds of earnings as dividends on the average. Some of the
leading companies are paying as much as 75% to 80% of earn-
ings and even more. By contrast the average for manufactur-
ing corporations is about 45^ of earnings.
Has the absolute amoimt of dollars paid out in
electric utility dividends changed to any extent over the
last decade? The answer is, no. For ten leading operating
companies the nominal dollars paid out in 1947 as dividends
actually showed a 6% decline on a per-share basis over 1959
figures.^ '*/^/hen this is matched against the heavy drop which
has taken place in the purchasing power of the dividend dol-
lar, the deterioration of the stockholder's position becomes
painfully evident.
If the utilities are to raise successfully large
amounts of common stock capital, the basic elements of this
discouraging dividend picture must change. The benefit of
the large expansion program cannot be channeled entirely in
1. Lionel D. Edie, "Investment Trends Affecting Utilities,"
Commercial and Financial Chronicle, June 50, 1948, p. 40.

the direction of the consumer. On the other hand, dividend
policy cannot be more liberal than the earnings base upon
#iich it rests. The only satisfactory answer, then, is to
increase the earnings figure from which dividends are paid.
The utility investor needs not only an adequate dividend but
an increasing dividend to compensate in some measure for the
changing value of money. JPurthermore, the coverage of the
dividend by earnings should not grpw too slim. The retained
earnings buffer should not vanish in the attempt to increase
dividends. An adequate coverage gives the investor confidence
in the continuity of the dividend.
It is not just a question of "putting over" a sale
in common stocks. Good will must be retained as well and to
do this the quality of the equity must be improved. Two pos-
sibilities exist under these circumstances. Either costs must
level off or decline, or the rate structure must give way.
Assuming a reasonable increase in per share earn-
ings, the problem of liberal dividend distribution still re-
mains. Evidence has been gathered to demonstrate that liberal
distribution of earnings is fundamentally popular with the
American investing public. Operating company statistics in-
dicate that a definite upward trend in the price -earnings
ratio accompanies increases in the proportion of earnings
distributed. Table VI presents a study of 65 electric util-
ity operating companies classified according to the percentage
of earnings distributed and showing in each case the related
average price-earnings ratio.
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TABLE VI
DIVIDEND POLICY AND PRICE-EARNINGS RATIOS
Average %
Dividend N-umber of Dividends to Average
Class Companies Earnings P/E Rat io
Dividends less
than bO% of 4 47^ 7.2
earnings
14 56% 8.6
60^ - '70% 19 65% 9.6
70% - 80% 16 75% 12.1
12 8^% 13.5
Source; W. F. Stanley, "Dividends — The Key
to Value," Public Utilities Fortnightly,
October 21, 1948, p. 547.
(5) Stockholder Relations
The stimulation of utility common stock popularity
through improved stockholder relations offers a channel, though
probably limited, by which a contribution can be made to the
solution of the present financing problem. This approach in
the utility field is part of the larger problem of gaining
greater acceptajice for all common stocks and of recognizing
the vital role of risk capital in our regulated private enter-
prise capitalism.
Plans to popularize equities are taking shape both
inside and outside the utility industry. Emil Schram, presi-
dent of the New York Stock Exchange, has indicated that
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forthcoming advertising will stress the desirability of
common stock ownership for the large class of people who
have not as yet considered equities for investment. Most
advertising up to this stage has been predominantly institu-
tional. It is being realized that a new and large potential
market for securities has developed over the last decade.
Income figures of the Census Bureau of the Department of
Commerce up to and including 1947 reveal that the new in-
vestment field might cover from six million to eight million
households or units relying mainly on wages and salaries for
income. Such figures do not include approximately two mil-
lion families in the income brackets over .$5,000 who are
self-employed or professional people.
The growth of incomes has brought about a sizeable
shift of large portions of the population into higher income
brackets. From 1959 to 1947 the number of families lying in
the $3,000 - $5,000 bracket has increased from 1,800,000 to
10,200,000. Households in the brackets over $5,000 increased
diiring the same period from 600,000 to 4,500,000. Assuming
only one-third of the former group as possible security buy-
ers the potential new market comes to almost eight million
family units.
Much of the distaste for common stocks stems from
the feeling that they are inordinately speculative. Electric
utility stocks are highly favorable in this respect since they
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approach an investment position more closely than do most
other stocks. The principles of common stock investment for
the middle income security "buyer should include, among other
things, such rules as the following: (a) Seek advice from
competent sources, (b) Buy to hold for an extended period
and not for trading purposes, (c) Ignore day-to-day fluctua-
tions and wait for fundamental developments, (d) Study the
financial and economic position of the company and the in-
dustry.
It is in this vast middle income investment terri-
tory that the future of security selling lies. Stepped up
advertising in this direction should stress the advantage
of prudent and systematic investment in corporate securities.
Among the techniques suggested recently is a revival of em-
ployee ownership and customer ov/nership drives.*^ Such drives
were quite common in the utility industry from about 1910 to
the late 1920' s. Among the motives for such drives was that
of self protection and preservation. It was felt that cus-
tomer ovmership would create interest in the financial success
of the utility and provide a line of defense against rate re-
ductions and the threat of public usurpation.
The net effect of such programs, however, was one
of creating more customer ill will than good will. Although
a program might prosper in times of rising stock prices and
1. See, Abrams, Ernest R., "Customer Ownership of Public
Utility Securities," Public Utilities Fortnightly,
July 29, 1948, p. 147.
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high national income, it tended to collapse with bad economic
weather, creating disillusionment and bitterness at the sight
of falling values and falling marketability. The revival of
such programs on a large scale is not apt to be successful
for these reasons. On the other hand, it is also true that
the market has stabilized considerably over the last two
decades and is nov/ subject to considerable regulatory con-
trol to prevent abuses and speculative excesses. It may be
that in such an atmosphere employee and customer ovmership
drives might enjoy a larger degree of success over the dif-
ferent phases of the business cycle.
One area of stockholder relations which is suscep-
tible of further improvement is that of the annual report.
Utility companies should not overlook the fact that they are
under the necessity of selling themselves to their own stock-
holders. This is usually done through the medium of a report
the preparation of which can go a long way toward maintaining
and increasing good will and alert interest. Some of the
featvires which help to identify the superior report can be
mentioned briefly. Some attention should be devoted to the
probable future as well as the recorded past. Developments
in the territory served by the company should be broadly
outlined, especially for the benefit of those stockholders
located outside of the respective service areas. The
1. See, for example, Yoimg, Harold H.
,
"Selling Utility
Companies to Their Stockholders," Public Utilities
Fortnightly, November 22, 1945, p. 679.
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prosperity of a company is quite directly dependent on the
prosperity of the territory which it serves. The concept of
diversification of business is a reassuring factor to empha-
size repeatedly v/here warranted.
Reports to shareholders on a quarterly basis rather
than on an annual basis are much to be desired. The mailing
of the quarterly dividend check is an occasion for a report
which will maintain a continuity of interest throughout the
year. In presenting financial statements a basis for compar-
ison should always be given. This applies to balance sheets
as well as to income statements. Reports of interim income
should always include earnings figures on a twelve months'
basis as well as for the fractional period covered by the
report. Enough information should be given about deprecia-
tion so that some estimate can be made as to the adequacy of
the charge. A helpful clue in this regard is to know what
depreciation is charged for income tax purposes. If the
plant account is carried on any other basis than original
cost, this fact should be made plain in the body of the
report.
The suggestions made above may lead to additional
v/ork and the presentation of additional material. Are there
any items normally included which could well be left out?
The answer to this is often, yes. Space may be wasted by
spelling out in words what is already available by glancing

at the charts and financial data. Detailed provisions of
the outstanding securities could "be omitted since financial
manuals are the accepted source for such facts. It might
also he worth mentioning that excessive v/eeping over heavy
taxes could be dispensed v/ith, A note written to one util-
-ity company reflected this sentiment as follov;s: "I get a
little bored by your emphasis on the terrible taxes you have
to pay year after year; vdio doesn't?"^
Letters of greeting to new stockholders have al-
ways been well received and serve to build up confidence in
the purchase just made.
Finally, utility companies can do much by culti-
vating relations with investment dealers. The dealer is
often in a vital position to give advice to the investor.
Periodic calls on dealers will serve to keep the company's
name circulating and its position known. In the competition
for new funds on an equity basis or element of personal con-
tact should not be overlooked or underestimated.
(6) Is the Need for Equity Capital Overstressed ?
The prevailing comment concerning the dearth of
venture capital has been tempered by a few voices rising to
point otherwise. It is maintained that substantial reliance
on debt instruments has not had any serious consequence for
1. Ibid
. , p. 687.
2. Among others, Stanley L. Miller, Economist of the Federal
Reserve Bank of New York, writing on "The Equity Capital
Problem," Harvsrd Business Review, November, 1948.

corporate financial positions thus far. The chief soiorce
of corporate funds has been accumulated liquid assets and
reinvested profits of sufficient size to enable corpora-
tions to avoid seeking equity funds in an unfavorable mar-
ket. Comparing the present position with that of the 1920'
s
it has been asserted that much of what was termed venture
capital in the earlier period was actually credit. The
amount of credit available in the 1920' s for purchasing
and carrying securities was well above that available in
recent years. The conclusion drawn is that the large flo-
tations of stock in the late tv^^enties reflected as much the
abudnance of credit as it did the actual investment of sav-
ings. In that period the investing public went into debt
while in the current period corporations have been going
into debt.
The significance of such reasoning is quite lim-
ited, however, in its specific application to the electric
utility industry. The normal approach deals with averages
which apply to all corpoi?ate business. In the utility field
it is the established trend that seems significant at the
present time, not merely the debt-equity relations which
exist at a point in time. Furthermore, the concept of reg-
ulation and an "allowed" return in the utility industry
introduce features which differentiate this problem from
that of unregulated enterprise. In conclusion it can be

said that the lack of equity financing at a reasonable cost
in the electric utility industry has not been magnified out
of proportion to its true significance. The outlines of the
problem are clear. The merits of the alternative solutions
must be examined and applied.

CHAPTER V
TAXATION MD UTILITY EQUITY CAPITAL
One of the most important areas affecting the flow
of equity capital is that of the tax structure. The problem
has many ramifications and, obviously, is not confined to the
utility field. Consequently, only a few topics can be sug-
gested in this chapter.
To seek means of increasing the flow of venture
capital into the electric utility industry two important tax
areas should be examined. The first pertains to the broad
problem of increasing the incentives to take risk. This can
be done by removing road blocks which now exist or it can be
done by establishing some additional positive incentive which
will act as a reward for equity investment. This field ex-
tends beyond the utility segment and involves taking measures
which would affect all corporations regardless of product. A
recognition of the main sources of capital reveals that any
action should have two objectives in mind; (1) To permit a
larger flow of equity funds from institutions, (2) To Increase
the flow of Individual savings into ownership securities.
The second tax area pertains more specifically to
the electric utility industry. It deals with the differential
tax treatment accorded to private as compared with publicly
owned utility systems. The regulated private companies are

faced with a problem, here, which does not exist to any com-
parable degree in the industrial or railroad field. It is
the problem of an expanding area of government owned and oper-
ated generating capacity which threatens to bring about a
piecemeal socialization of the industry with its consequent
destruction of private investment values. It is the common
stockholder who would be most seriously affected by this
eventuality. The question is: To what extent does the exist-
ing tax structure penalize or burden one group in an unequal
fashion relative to the other group?
It is the purpose of this chapter to handle some of
the problems involved in these two tax areas. In outline form
they appear as follows:
I. The Broad Problem of Improving Investment
Incentives to
A. Permit a larger flow of institutional
funds into equities
B. Increase the flow of individual savings
into common stock investment
1. Effect of steep progression
2. The problem of debt rigidities
and the business cycle
5. Eliminating the double tax
4. Dividends vs. retained earnings
5. An adjustment clause for taxes
II. The Problem of Differential Tax Treatment
for Government Owned Utilities
1. Tax exemption privileges
2. Capital costs
3. Allocation of costs in multiple-
purpose projects
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Where does venture capital come from? The tradi-
tional source has been those v/ith high incomes who had large
s-ums left over after taxes for investment. In 1916 some
40,000 individuals with incomes over |25,000 had |3.2 billion
left after taxes. By 1929 this group had grov;n to 105,000
having a total of |7.3 billion after taxes. Since that time
a steeply progressive tax system has drastically reduced the
ability of the higher income groups to make risk investments.
Dr. S. C. Badger, vice president of the New England Mutual
Life Insurance Company, has estimated that the total net in-
come after taxes of individuals having a gross income of
$50,000 or more in 1947 is only about one-third of the 1929
amount, in spite of the fact that the national income is more
1
than twice as large. For the income groups under $10,000
savings tend now to be routed in large part to banks, insur-
ance, savings bonds, or building and loan shares.
Turning first to the lower income brackets it is
evident that the institutions into which these savings are
channeled must be approached as possible sources of common
stock ftmds. The limitations and rulings which force insti-
tutions to favor debt over equity securities have already been
mentioned in -the previous chapter. To this factor must be
added the growing problem of excessive debt in the economy.
Business cycle history teaches that an increasing ratio of
1, Public Utilities Fortnightly, November 4, 1948, p, 676.
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debt to wealth makes for a type of rigidity which is extreme-
ly dangerous and which in itself tends to aggravate economic
instability. A painful period of readjustment and slow li-
quidation is often the result.
It is a question as to whether institutional sav-
ings should not he forced, to some degree, into the equity
field. A tentative figure has been suggested of 15^."^ Insur-
ance companies might be required to invest not less than 15%
of their assets in equity holdings and be permitted to invest
up to, say, 25% in that manner. It is difficult to ascertain
the most judicious percentage for the overall goal in mind
but 15% to 25% should provide enough funds to stimulate the
equity market and still maintain a high degree of safety with
respect to total institutional investments. The experience
of the Canadian Sun Life Insurance Company, on the other hand,
indicates a swing too far in the other direction. It alone
of the North American insurance companies had ventured far
into the field of common stock investment prior to the Great
Depression. At the beginning of the severe deflation it had
over 50% of its assets so invested. Later the Canadian
Parliament passed a statute forcing insurance companies to
reduce their holdings of common stock to 15% of their assets.^
Shifting attention to the higher income brackets,
much agitation has been created for releasing risk capital
1. See discussion by Alvin Hansen in "Fiscal Policy and
Business Cycles," Chapter XIX.
2. Ibid_j_, p. 588
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througti a lowering of surtax rates in those income areas.
It is point out that the loss in revenue would be negligible
since 80% of Federal income taxes come from net incomes of
$5,000 or less and only 4^ from incomes over $100,000. In
line with this reasoning a move is under way to have a legal
ceiling placed on Federal income tax rates. This is to be
done by an amendment to the constitution limiting the tax
rate to 50% of individual income. Such a change would, of
course, be a slow procedure. Furthermore, some leading tax
economists are opposed to such a move."^ It is argued that in
a period of strong inflation v/e would be losing one of the
best measures for dealing with it. In modern times with gov-
ernments receiving more and more responsibility for maintain-
ing economic activity, public policy flexibility may conceiv-
ably suffer from too much constitutional protection rather
than too little, A constitutional tax rate limitation would
also interfere with the long range democratic objective of
reducing sharp inequalities in wealth. One school of thought
is also of the belief that one of the important future eco-
nomic tasks may be to prevent savings from outrunning spend-
ing and investment. A rigid 5O70 limitation v/ould interfere
seriously with such a program. With the extreme left calling
for a ceiling on income and the extreme right calling for a
ceiling on taxes it is doubtful whether any single viev/ should
be hastily v/ritten into the basic law of the land. Finally,
1, See, for instance, Harold M, Groves, "Viewpoints on Public
Finance," p, 54.
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it should be realized that progressive taxation may be con-
sidered a safety valve for overcoming economic inequalities
which otherwise might be settled by means of force and revo-
lutionary change.
Aside from the remote prospects of a constitutional
amendment, it does not seem plausible to expect any change in
the way of lowering surtax rates for the higher income brack-
ets. Other alternatives hold greater possibility for adoption.
One such alternative has to do with the proposal to abolish
the so-called "double taxation" of corporate dividends. This
refers to the taxing of dividends to the corporation as net
income followed by taxation at individual income tax rates
when the dividend reaches the stockholder. The apparently
high yields of common stocks are to some extent fictitious
when measured by the net results after both taxes. The re-
quest most often made is that dividends in the stockholder's
hands be made free from income tax liability. It is reasoned
that the revenue from this source, approximately $1 billion
in 1947, is small in proportion to the severe penalties
placed on initiative, thrift, and risk-taking. The allevia-
tion of this burden would encourage investment in equity se-
curities by raising the net return available. A plea to this
effect was made early in 1949 by Professor Sumner Slichter of
Harvard University in an address before the Associated General
Contractors of America, Professor Slichter stated in part:
1. Commercial and Financial Chronicle, March 3, 1949,
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Sooner or later government policies will have
to be changed from discouraging individuals from
becoming owners of corporations to encoirr aging them
to become owners. I believe that the time when the
government must reverse its policy is close at hand.
A beginning should be made inthis year be eliminat-
ing the double taxation of distributed corporate
profits on all non-refunding equity securities is-
sued after the first of January, 1950."
Such a change would be very beneficial and should
certainly enlarge the base from -iihich equity funds might be
drawn. Electric utility stocks have great appeal to the
small investor because of stable earnings and reliable in-
come. The exemption of dividends would also provide a power-
ful incentive for this class to increase investment purchases
of common stocks.
There are other approaches to the problem, however,
than that of declaring dividends free of tax to the stock-
holder. Indeed, this problem stimulates a consideration of
the entire question of integrating corporate and personal
taxes so as to encourage risk investment and iron out exist-
ing inequalities. Tax studies undertaken along this line
during and following V/orld War II have provided a number of
alternatives which can be divided into the following major
categories ."^
1. Representative studies include: Groves, Harold M., "Postwar
Taxation and Economic Progress," McGraw Hill, 1946, Ch. II
& III; Magill, Roswell, Committee on Postwar Tax Policy,
"A Tax Program for a Solvent America," 1945; Committee for
Economic Development, "A Postwar Federal Tax Plan for High
Employment," 1944; Twin Cities Research Bureau, "Postv;ar
Taxes, the Twin Cities Plan," Saint Paul, Minnesota, 1944;
Treasury Dep8J?tment, Division of Tax Research, "The Postwar
Corporation Tax Structure," 1946.

1. Eliminate the corporate income tax entirely and
rely upon full tejxation of capital gains to catch the effect
of retained corporate profits. Accordingly, a capital gain
or loss would he realized whenever an asset was transferred
by sale, gift, or bequest. Though this approach would elim-
inate "double taxation," it presents many problems concerning
the handling of undistributed profits. This form of income
would, in effect, be taxed less heavily than other income.
Retained profits which are not reflected in the value of the
stock at the time of transfer would not be taxed.
2, Treat the corporate stockholder on a partnership
basis and ta:x at regular personal tax rates his proportionate
share of corporate profits whether distributed or not. This
method would break down the legal distinction between the cor-
poration and the stockholder, eliminate double taxation, and
prevent individual tax postponement. The effect on incentives
to Invest is not so clear, however. Stockholders would be en-
couraged to force the distribution of all corporate earnings,
which might or might not be beneficial to the corporation.
The plan would probably not be feasible for large corporations
with complicated capital structures and a large number of
stockholders
.
3. Still another approach to the coordination of
personal and corporate income taxes would be to adjust for
distributed profits at the corporate level. Give the corpora-
tions a tax credit or deduction from taxable income for
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dividends paid, thereby maintaining the tax on imdistributed
profits but reducing or eliminating the corporate tax on dis-
tributed profits. This could be called the "dividends -paid-
credit" approach. It would remove completely or partially
"double taxation" and the tax discrimination against equity
financing. Reduction of taxes at the corporate level might
stimulate corporate investment and have beneficial effects on
tax shifting through increased commodity prices or reduced
wages. The financing problems of small business could be
recognized by treating some moderate amount of retained earn-
ings as though they had been distributed.
4. Another possibility still remains, that of ad-
justing for the corporate tax on distributed income at the
individual level rather thsn at the corporate level, A num-
ber of variations are possible in this approach depending on
whether the objective is to benefit all stockholders by the
same absolute amo\mt or whether it is more desirable to adopt
a plan that gives greater advantages to the wealthy stockholder.
The latter effect would be achieved by the current proposale to
exclude all dividends from individual stockholder increases
with every increase in the top bracket rate applicable to the
stockholder's income. The tax value of any given dividend ex-
clusion, in other words, would be governed by the top rate
affecting the stockholder's income and this rate, in turn, is
determined by the size of such income. Another approach at the
individual level involving equal amounts of tax credit

regardless of the size of stockholder income is that of con-
sidering the tax paid by the corporation as a withholding
tac on dividend income. Stockholders would include in tax-
able income cash dividends received plus the withholding tax
on them and would then get credit for the tax withheld at the
corporate level. The effect on individual investment incen-
tives is not so clear cut, however, and some serious admin-
istrative problems would be involved.
The most feasible alternative for immediate practi-
cal application at the present time, in the opinion of the
writer, is that of making some adjustment at the individual
level to allow for the corporate tax on distributed income.
A more thorough overhauling of the tax system looking toward
the integration of personal and corporate taxes is a slow mov-
ing and lengthy process. Meanv\4iile en experimental step can
be taken to encourage investment in equity securities through
a partial or total exclusion of dividends from individual tax-
able income. This would have the effect, which could be con-
sidered as a desirable one, of releasing relatively larger
sums of money in the higher income brackets for further equity
investment. This would also have to some degree the equiva-
lent effect of reducing surtax rates in the higher income
brackets
.
The partial or total elimination of "double taxa-
tion" must not be considered a panacea, hov/ever. It would
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effectively reduce to some extent the discriminatory tax
treatment given to certain types of corporate financing
techniques but it would not change the relative position of
one industry or company with respect to other industries or
companies. This factor is an important one in some areas of
the electric utility industry. It seems to the writer that
a good case can he presented on behalf of the quality of
equity securities offered by the industry. Changes in tax
laws may affect the overall quantity of common stock funds
entering the market but there is no assurance that they will
be channeled in the directions most needed. The electric
utility industry must offer stocks of a quality level that
will effectively compete with those of other industrial and
utility areas. Furthermore, such stocks must be reasonably
priced to the issuing company. It is this factor that has
been lacking in the equity market of 1947 and 1948. Indica-
tions are that quality has suffered. Changes in tax treatment
for the entire economy do not directly affect this problem and
must therefore be considered as supplementary to any effective
solution.
To a large extent the experience of the railroads
has reflected a quality problem — the absence of adequate basic
earnings to constitute a fair return. This has occurred even in
the face of a large amount of "trading on the equity." Restrict-
ing the return on a large amount of total capitalization has not
resulted in an adequate return to the common stockholders. This
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has not been the result of an intransigent attitude on the
part of regulatory authorities. The Interstate Commerce
Commission has had a very favorable official policy towards
a "fair return" and the necessity for equity capital. Yet
the result of regulation over the last two decades has been
to give the railroads an average return of about 5-g-%. The
electric utilities should be alert to any change in their
position which would approach this discoiiraging pattern.
The question of how to tax undistributed corporate
profits remains as one of the most difficult problems involved
in coordinating personal and corporation income taxes. Only
the partnership approach (the second plan described above)
gives truly equal treatment to both distributed and undistrib-
uted earnings. Yet the adoption of such a plan does not seem
probable, or even feasible. The question of retained earn-
ings is linked with the dividend problem and the effect of
dividend policy on stock financing. Since dividends can be
a potent force in stimulating stock prices the tax approach
might be used to force a high level of dividend payments.
Higher stock prices, in turn, should make it easier for cor-
porations to do equity financing. The psychological effect
of the dividends-paid-credit plan, the third plan described
above, would make that approach the most effective in stimu-
lating dividend payments. The effect of this approach would
1. Aldrich, vanthrop W., "The Electric Utility Industry and
the National Economy," Address presented February 16,
1949, Pittsburgh, Pennsylvania, p. 11.
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"be limited, however, by the extent to i/diich utilities are now
following a generous dividend policy. As has been indicated,
utilities are paying out net earnings at an approximate rate
of 70 per cent. Restoration of a direct undistributed prof-
its tax, for instance, woiild strike directly at dividend pol-
icy. Its effect would be more noticeable in the industrial
field where a much lower proportion of earnings is presently
being paid out in dividends. The advance in United States
Steel resulting from the announcement of a three-for-one
stock split and an increase in the dividend indicates what
can be accomplished in this direction.
Since taxation has become one of the most important
of utility service costs, a protective device has been sug-
gested to encourage utility investors as well as to assure
the company of automatic relief in case of further increases
in this element of cost."^ This provision would extend the
fuel adjustment clause concept to taxes. An adjustment clause
for taxes would enable shifting of any change in the tax bur-
den on a basis similar to that already approved for changes
in fuel costs. If corporate tax rates are changed from the
present level of 3B%, this would be offset by the necessary
surcharges or rebates at the end of the year. The basic ad-
vantage of such automatic feature is that it eliminates
regulatory procedure which is time consuming and often self-
defeating in its final outcome. For the investor in utility
1. Hyde, W, Truslow, "An Adjustment Clsuse for Taxes," Public
Utilities Fortnightly, February 5, 1949, p. 1S5.
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stocks it would remove one element of uncertainty and give
greater assurance of a continuity of earnings and thereby
of dividends. Such a clause would recognize to a degree the
long standing problem of inelasticity of regulation with re-
spect to fixed rates which has been & handicap for utility
stocks on many occasions.
The second major tax area outlined st the beginning
of this chapter involves the existence of considerable tax-
free competition in the electric utility field which is caus-
ing growing concern over the long term outcome. The problem
of government owned utilities is, in turn, part of the larger
controversy over the respective roles that should be played
by public investment and private investment in eJiy given
field. One of the most active testing grounds for public
investment has been in the utility field including those
multiple piarpose projects v>fhere generation of electricity is
an integral part. A study of this field of public investment
yields the major conclusion that there is as yet no clearly
defined federal policy respecting power developments.
Congress and the various agencies concerned have been loathe
to sketch boundary lines beyond which it could be said fed-
eral public power efforts would not trespass. This lack of
a public power policy has created a great deal of uncertainty
in the private utility field which has been reflected in in-
vestment values and in investor attitudes.
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Looking at the record of the Isst foiirteen years
government ally owned electric utilities have grown at an ex-
tremely rapid pace, their production capacity having quad-
rupled during that period. In some ereas this development
has been more aggressive than in others. It is to be noted
that private electric enterprise has been entirely driven
from the state of Nebraska, largely driven from Tennessee,
8Xid is threatened with the same development in the state of
Washington.
To the extent that the privately ovjned, tax-paying
utilities are further weakened in their position by tax dis-
crimination of numerous kinds, their strenuous objections
have considerable validity. The issue has been and will prob-
ably continue indefinitely to be one of the most controver-
sial areas in the private versus public arena. To a large
extent the reason for this csn be found in the difficulty of
making any soimd comparison between the two fields. An im-
partial comperable basis seldom exists. Accounting systems
differ. No agreement has yet been reached as to the best
method of allocating costs in the case of multiple purpose
public projects. The exact amount of "payments in lieu of
taxes" is difficult to ascertain.
The difference in actual tax treatment is clear,
however. It is on this basis that the charge of discrimina-
tion rests. The impact of the federal income tax involves
what might be called a double tax on one party as opposed to
1(
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a double exemption for the other party. The net income of
private enterprise is taxed, at regular corporate rates and
later taxed again on the personal income level when received
by investors as dividends . Exemption from the federal income
tax characteristics the governmental ly owned utilities. In
addition, another form of exemption is enjoyed when such in-
come is received by its bondholders as interest. The tax
exempt security feature causes another differential between
privately and publicly operated utilities. This differential
can be measured by the difference in yield to ov/ners of such
tax exempt securities compared to the yield required on secur
ities whose income is taxable.
These tv/o exemption factors are strong reasons for
the rapid growth of government ally owned utilities in recent
years. This conclusion receives support from a New York
university study issued in 1947,"^ The authors, H. B. Dorau
and J. R. Poster, assert that socialization of the electric
industry is gradually but surely taking place under the exist
ing discriminatory system. In the words of the report,
. . . it is being acccanplished by a back door process
which depends upon the cost advantages which result from
these two forms of tax discrimination. These cost advantages
are available to those areas which accept public ownership
and are at the expense of those who do not. In effect the
1, H. B. Dorau & J. R. Foster, "Federal Tsxes MeasiJred by
Income of Private Enterprise Electric Utilities.''
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people are being TDribed to substitute public ownership for
private enterprise," An estimate is made by the report es
to the costs avoided through exemption from Federal taxes.
This is placed at 14:% of operating revenue, which does not
Include the value of exemptions from state and local taxes.
It is to be noted that the pressure toward further
socialization is cumulative from two aspects. As the number
and size of exempt enterprises increases the cost differen-
tial tends to widen as increased taxes are necessary on the
remaining taxpayers. In addition the annual tax savings the
basis for accelerated amortization of investments made by
governmentally owned plgjits.
To the tax picture should be added one further
advantage, that of low capiteJ. costs which favor the publicly
owned systems. Government borrowing rates are considerable
below the rates which must be paid by the private systems in
raising capital. Furthermore, the government rates afforded
by government agencies such as the Rural Electrification
Administration are fixed at an arbitrary low level and show
little relation to the risks of the individual enterprises
involved.
This chapter concludes the presentation of indus-
try problems and the discussion of alternative remedies. The
two remaining chapters are devoted more specifically to the
problems of common stock analysis in the electric utility
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industry. Chapter VI discusses significant factors entering
into utility common stock analysis. Chapter VII presents
the current market position and prospects for selected indi-
vidual company stocks.

CHAPTER VI
PUBLIC UTILITY COMMON STOCK ANALYSIS
As a class common stocks have always been considered
speculative "by nature. The risk factor that accompsnies ovmer-
ship securities has prevented most stocks from ever attaining
a rating as en investment. It is in the public utility field
that exceptions to this genersl rule most often occior. Some
utility stocks cen be said to meet the qualifications of a
true investment. In the case of electric light and power eq-
uities certain basic factors tend to justify a position some-
what above the normal area of speculation. Stability of in-
come and a high degree of safety usually characterize a regu-
lated enterprise whose "rate of return" is "allowed" rather
than "earned" in a field of open competition. The factor of
earnings stability in the case of electric companies justifies
the existence of large amounts of bonds and preferred stock in
the capital structure. This introduces the element of lever-
age v/hich may work to the advantage of the common stock in
periods of rising earnings. Whether such an advsjitage is real-
ized or not depends upon the regulatory authorities and the
time lag involved in bringing into effect any re.te adjustments.
The significance of regulation as well as the earnings picture
is thu^ apparent to the prospective investor in utility common
stocks
.
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With a growing volumie of utility operating company
common stocks available to the investing public, the need
arises for reliable appraisal of their value and the estab-
lishment of standards for comparison. Stocks that have en-
tered the market in recent years may be divided into two
classes. One class stems from the release by holding compan-
ies of rneny securities as required by the S.E.C. acting on the
basis of the Holding Company Act of 1955. Some of these util-
ity stocks are sold outright while others are distributed to
security holders of the holding company. The other class of
stocks is made up of those new money issues sold for the pur-
pose of raising needed construction funds.
In most of the texts and other writings in the field
of investments common stock analysis is treated as one broad
area v^ith little specialized reference to specific fields. It
is the purpose of this chapter to gather end present various
methods of appraising utility stocks with particiilsr applica-
tion to the electric light and power industry. A study of the
bibliography of the field reveals thpt a s\Arprisingly small
amount has been v;ritten on the techniques of utility stock
analysis."^ The field of debt security analysis has been more
than adequately covered, by contrast. The procedures for
1, Some representative sources that have attempted to develop
this srea are: Childs , John P., & Woodbridge, Francis, "A
Practical Introduction to Public Utility Security Aneilysis,"
Barron's Publishing Co., 1940; Ely, Owen, "Methods of
Appraising Utility Stocks," Public Utilities Fortnightly,
June 19, 1947; Abrams, Ernest R,, "The Appraisal of Utility
Common Stocks," Public Utilities Fortnightly, August 30,
1945.
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rating bond quality and values are comparatively well known
and accepted. It is in the field of utility stocks that ap-
praisal techniques need further development and wider dissem-
ination.
The following factors are offered as important sub-
jects for analysis in the appraisal of electric utility stocks.
The factors mentioned are by no means new nor are they applic-
able only to the utility field. They are discussed, however,
with the special characteristics of the utility industry in
mind.
1. Earnings end the Price -Earnings Ratio
Utility common stocks are no exception to the funda-
mental import ajice of earning quality and price -earnings compu-
tations. A significant test for quality is that which relates
earnings to gross revenues. The balance available for common
should always be computed as a percent of gross revenues.
Such a ratio has been shown to have an important bearing on
the price-earnings ratio. Table VII shows the results of a
study which covered representative groups of electric oper-
ating companies for the year 1928 and 1938,*^ The statistics
indicate that price- earnings ratios tend to advance as the
percentage of total revenues available increases. At the end
of 1958 stocks of those companies reporting less than 10% of
revenues available for common sold in the market at lowest
1. Childs & Woodbridge, "Public Utility Security Analysis,"
pp. 8-10, The study was reported in the Stone & Webster
Bulletin for June, 1939.

average price-earning ratio, 8.3, while those with over Z>0%
available sold at the highest, 18.5.
This relationship also reveals the same general
pattern prior to the depression though at a higher level of
price-earnings ratios. It is to be noted that the advance
in the price -earnings ratio in both periods was comparatively
rapid up to the level where approximately 20% of total reve-
nues were available for the common stock, but that after that
point the rate of increase fell off. It can be reasonably
concluded that beyond a certain point increases in the per-
centage of revenues available have less and less effect upon
the price-earnings rstio. In this area other factors assume
major importance in influencing the price-earnings ratio.
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TABLE VII"
RELATIONSHIP OF PRICE-EARNINGS RATIOS
OP COMMON STOCKS AND INCOME AV/IL.ABLE FOR
COMMON STOCK IN PERCENT OF GROSS REVENUES
Grouping by 1938
Percentages
of Revenues
Aveilable for
CoBiTnon Stock
Number of
Comp anies
Average %
of Revenue
Available
Average
P/E Ratio
0% - 10% 4 7.7 8.3
10«^ - 20<^J~\J /O t->\J /o 14 14.4 12,4
20<^ - 50^ 7 24.
5
14 0
30^ - 4:0% 3 33.8 18.3
Grouping, "by 1928
Percentages
of Revenues
Available for
Common stock
Number of
Companies
Average %
of Revenue
Available
Average
P/E Ratio
0% - 10^ 0
10^ - 20% 9 16.7 17.6
20% - Z0% 12 23.7 21.1
Z0% " 4:0% 2 32.6 25.5
With many new common stock issues entering the market
in recent years it has become necessary for the gnalyst to know
the basis upon which current share earnings are quoted. It is
customary to state common share earnings of utility companies
on the basis of the current number of shares actually outstand-
ing. With frequent stock issues and offering of rights.
1. Ibid.
, p. 9
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however, a restatement of earnings on the new diluted basis
may he misleading and may raise questions regarding dividend
policy.
An offering of additional shares by Virginia
Electric & Povi^er in November, 1948, provides an example of
this difficulty. Approximately 740,000 shares were offered
on a basis of l-for-4. After December 1 the total n\3mber of
shares Increased from 2,955,000 to 3,692,771. Yearly earn-
ings on the new basis would come to only $1.18 instead of
|1,47 on the previous number of shares. Under the circum-
stances continuance of the $1.20 dividend rate might be ques-
tioned.
The proper procedure, therefore, is to use the aver-
age number of shsj?es outstanding during the twelve months'
period. Applying this in the example above the number of
shares would be only about 2% higher instead of 25^ and the
decline in per share ear . rgs would be only ?,<^ insteaf of 29jZf.
In a period of rapid change the average shares method is the
best way to evaluate earnings properly.
It may also be advisable to use everage shares in a
case where a large issue of convertible securities is ex-
changed into common stock in a short time. This happened in
1948 with Consolidated Gas of Baltimore. The use of average
shares introduces the change more gradually. In the case of
Consolidated Gas of Baltimore earnings were reported at $3.91
for the eleven months ending November 30, 1948 without applying
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the average shares method. Had the average number of shares
been used, earnings would have been reported at $4.16 Instead.
2, The Dividend Rate and Yield
These factors are usually the first ones scrutinized
by the prospective investor. The dividend record of the past
is usually given considerable weight. A regular or increasing
rate is always more impressive than an erratic or falling rate.
Companies with an unbroken record running back over a period of
years have an advantage over others which have been paying div-
idends for only a short time. The policy which usually meets
with the most favorable response is that of moving up the div-
idend from time to time as earnings permit. The effect of gen-
erous dividends on stock prices has been mentioned previously
where an interestingly close correlation was observed between
the price-earnings ratio and the percentage of earnings paid
out. It seems clear that the investing public will pay more
for a dividend dollar in the hand than for double that amount
of earnings "in the bush." It has also been noted that quar-
terly dividend payments meet with greater favor on the part
of investors than do semiannual returns.
Dividend returns are peculiarly significant in the
case of capital appreciation. Failing of speculative attrac-
tion such stocks must offer an adequate and stable income as
the main basis for investor appeal.
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3. Capital Structure Proportions
Investor reaction to stocks is quite sensitive to
the type of capital structure maintained. The S.E.C. for some
time has insisted on certain minimum standards for operating
companies, the most frequently repeated rule being the 50-25-25
relation. Rightly or wrongly this has influenced investor
thinking to a considerable degree and cannot be overlooked by
the electric utility if it wishes to attract the majority of
conservative investors.
It has been suggested in the previous chapter, how-
ever, that no hard and fast rule csn be constructed as to what
a capital structure should be. In individual cases a 50% debt
figure may be extremely conservative and unnecessarily re-
strictive. Again there is a class of investors who like to
see considerable leverage in the capital structure. No one
structure can be made to appeal to all types of investors. In
the investment market of recent years the heaviest weight has
tended to be in favor of broad equities because of the impor-
tant position of institutional investment funds. Reflecting
this, a study of specific companies shows & tendency for high-
er price-earnings ratios to characterize those firms with high-
er common stock equities
.
Market wise, broad-equity stocks are apt to be in nar-
row floating supply because they tend to pass into the hands of
institutional and private investors who want them for long term
holding. Shares held by the more speculative investors, on the
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other hsnd, tend to change hands more frequently. The size
of the floating supply as well as certain market and price
factors are thus Influenced by the capital structure propor-
tions of the specific utility company. This factor is impor-
tant for the analyst, the investor, end the company as it may
explain certain characteristics of market action or response
to the flotation of new stock issues.
Reaction of common stock buyers to some equity is-
sues can be explained in part by an awareness of possible
earnings dilution. As regulatory policy encourages the ex-
pansion of the equity base and attempts to restrict borrowing
capacity there is the threat that the old common stockholder
may find that his share of total earnings is substantially
smaller, Among the factors involved are the high cost of com-
mon stock money in the current market and the fact that bond
interest is a prior charge before Federal taxes v/hile the com-
mon holder is paid sfter taxes.
4. Length of Time Traded -- Seasoning
The degree of seasoning of a stock tends to bear
directly on its price. New issues probably require a full year
or more of seasoning before they sell on a similar yield basis
to offerings of earlier years. Newly distributed issues com-
ing from breakups of holding companies tend to sell at a dis-
count from similar shares which have been outstanding over a
1. See, Public Utilities Fortnightly, June 19, 1947, p. 857,
for estimate on seasoning factors.
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long period. It may tsJce some time for newly issued or dis-
tributed shares to find their way into the hands of people who
want to hold them for long term investment. Liquidating divi-
dends given out by a holding company provide an example. ^iVhen
shares of a subsidiary are passed out to holding company stock-
holders the move creates a body of involuntary holders who may
have no interest in retaining their newly acquired shares.
5. Number of Shares and Proportion of Stock
in the Hands of ~"the Public
These factors influence marketability and may affect
the time required for adequate seasoning. Smaller issues more
naturally seek a local market while the larger issues of well
known companies achieve a national standing more quickly.
When only a small proportion of a stock is in the hands of the
investing public a relatively inactive market is to be expected
and possibly s lower investment standing as a result.
6. Is the Stock Listed or Unlisted
Though there are many advantages to be obtained by
listing, failure to do so does not necessarily handicap a stock.
Listing on the Stock Exchange or the Curb Exchange does not seem
to have any substantial effect on prices. Investor and dealer
interest in active over-the-counter issues is greater than is
sometimes realized. Stocks which are listed prematurely with-
out s\ifficiently broad investor markets may suffer. It is al-
most always to the advantage of the larger well known companies
to list their shares. For the smaller or less familiar companies
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there is much to he said on both sides of the listing question.
A listed unseasoned stock may be lost on a stock exchange #iere
it is competing for attention with better knovm companies.
Such a stock might progress more rapidly on an over-the-counter
basis where a dealer may take a position in it and pay his
salesmen commissions to retail it. The inducement is greater
since dealers' profits for placement of such issues are gener-
ally larger than the commissions on a stock exchange.
7. Character of the Area Served
A higihly significant factor to be scrutinized is the
utility company's service area. Is it & large city, a mixed
area, or rural territory? How is the load distributed among
industrial, commercial, residential and other users? Diversi-
fication of revenue sources is important in considering the dif-
ferent phases of the business cycle and the essential require-
ment of stable earnings. Cyclical industries are unpopular from
an investor viewpoint. Highly industrialized regions are some-
times suspect, especially if a large portion of revenues comes
from one or two industries. On the other hand the stability of
residential and farm revenue is well recognized.
The factor of growth within a given service area is
also of extreme significance, A strong growth trend not only
offers possibilities earningswise but may act in a period of
inflation as an offset to rising costs. This has been illus-
trated clearly in the experience of the electric utilities over
recent years. Many investors compare rates of growth for
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various companies within the industry, seeking companies that
are growing faster than the average. In this connection it is
well to compare for each company the rate of business growth
(gross revenue) the rate of growth of earnings available
for the common stockholder. How v;ell have revenues carried
through the operating statement to appear as benefits for the
equity holders?
Specific industrial conditions may be of consider-
able importance in individual cases. At the time Empire
District Electric stock was offered to the public much dis-
cussion took place about the business outlook for the zinc-
lead mines in its territory. Similarly, in the offering of
Scranton Electric the heavy concentration of anthracite coal
mining in its area was carefully studied for its influence on
future revenues."^
In evaluating growth factors based on the character
of the area served some distinction should be made between the
short -run and the long-run problem involved. The present situ-
ation in the electric utility industry lends itself to this
type of distinction. The short-range emergency situation
brought about by the war and the need for a rapid expansion
of generating capacity have brought special problems in their
wake. Looking beyond this, however, the long-run fundamental
soundness of utility investment becomes even more apparent as
1. Ibid.
, p. 858
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the trend of industry growth follows the prosperity of the
nation as a whole. The stability of utility revenues (first
four months of 1949) is becoming more evident as other indus-
tries experience a slackening of demand snd enter a buyers'
market.
Another characteristic worthy of notice is whether
the company operates in an investing territory. A stock may
well command a higher price if the company is in a section
where substantial funds are available and are regularly chan-
neled into security investment. Provincialism is a common
investment attitude. Many investors like to have their money
at work in local companies. If a company can be financed
wholly or primarily from within its own service area it is
usually more fortunate then a compsny drawing most of its
funds from egographically areas other than its own.
8. Population Trends
A factor of long-range significance because of its
effect on future business is that of population trends within
the service areas imder examination. The effect of the war,
among other things, has stimulated certain regional trends
which have now or eventually will have an effect upon utility
earnings. The analyst, the investor, and the utility company
should be aware of the major changes that have taken place
during the decade of the forties. A rising population not
only means increasing residential revenues but a continuous

demand for new investment as well which is reflected in the
industrial and commercial components of gross revenue.
The Bureau of the Census has shown that as a nation
our rate of population increase has been diminishing for some
time and that total population should approach a stationary-
figure some time after 1980. This long-run trend is indicated
in Charl IX. The wartime baby boom is considered by the popu-
lation analysts to be a short-run phenomenon v^hich will be
followed by a resumption of the domward trend in the birth
rate. The national trend is not of immediate concern to the
electric utility industry except as it predicts a slowing down
of the rate of new customer grov/th.
An accompanying feature of the national trend is the
steadily increasing age of the population as indicated in
Chart X. The shift in age groups will probably have some ef-
fect on the utility industry but not so markedly as on other
industries. The continued decrease of the child population
will eventually affect such industries as fluid milk, infants'
clothing, toys, bicycles, pediatricians, and others. On the
other hand, as the 19-64 age bracket continues to gain there
should be an increasing demand for housing v/hich should have
its effect on residential electric revenues.
It is the regional aspect of population trends, how-
ever, that will have the most significant effect upon selected
local utilities. The general geographic trend of the center of
population since 1790 has, of course, been westward and in the

CHART IX
Act\ial and Estimated Total Population Growth
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last few decades has also been slightly southward. A recent
release of population estimates from the Department of Commerce
shows a continuation of these basic trends."'' A few of the im-
portant changes by states and regions over the years 1940-1947
which have some bearing on utility analysis can be summarized
as follows:
1, Impressive population increases have occurred
in the far west and in the wouthwest. The average increase in
population for the nation over the 1940-47 period was approx-
imately 9% compared to an increase of 30^ in western states.
The largest gain for a single state occurred in California
where a 42% gain over 1940 was registered. Other Pacific
states showing large gains were Washington - 56%, Oregon -
4:2%, Nevada - 26%, and Arizona - 29%,
2. The principal factor in the increase in the popu-
lation of the United States as a whole was natural increase -
the excess of births over deaths - which amounted to about
11,7 million persons. The increase resulting from civilian
immigration from abroad during this period was relatively
small, amounting to a little over one million persons.
5. Nine states lost population over this period.
Of these, five were in the South (Arkansas, Kentucky,
Mississippi, Oklahoma, and West Virginia), three were in the
North Central States (Nebraska, North Dakota, and South
Dakota), and one was in the West (Montana), in only three
1. Department of Commerce, Bureau of the Census, "Current
Population Reports," Series P-25, No. 12, August 9, 1948.

of these states were the losses relatively heavy (Montana,
North Dakota, 16%; and South Dakota, 10%)* For the rest losses
amounted to less than 5% of the 1940 population.
4. Several states showed increases of between 10 and
20 percent. Into this category were to he found Texas with
11^, Utah with 16%, Michigan with 15%, Ohio with 11^, Indiana
with 125^, Virginia with 12^, New Jersey with 11^, and
Connecticut with 15%,
5. Compared to the booming western areas the north-
eastern states and New England v/ere little more than holding
their ovm population-wise , Industry has expanded and employ-
ment has increased but not on any scale comparable to other
sections. Taking population figures alone, the following
changes were reported by the Bureau of the Census for the
northeastern states over the 1940-1947 period: (all figures
are positive) Maine, 4,5%; New Hampshire, 8,6%; Vermont, 1,Q%;
Massachusetts, 7.4^; Connecticut, 15,5%; Rhode Island, 4.4^;
New York, 5,1%; New Jersey, 11,2%; and Pennsylvania, 6.2%,
6. Turning from population figures to industrial
expansion, similar momentus changes are revealed. In many
areas wartime development has not only been maintained but
has increased under peacetime developments. Industrial con-
struction has highlighted the increasing importance of the
central states, the southwest, and the far west, Texas leads
the country in the volume and the dollar value of construc-
tion which has been principally along the line of petroleim
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and chemical facilities. Industrial employment has kept pace
with Texan industrial grov/bh, an increase of 85% having oc-
curred dvirlng the seven year period 1939-1946. Celifornla
rates first in "broadest industrial diversification with ex-
pansion booming in the fields of petroleum, steel, chemicals,
automobiles, and food. Industrial employment in California
registered an increase of 86% over the same seven year period,
1939-1946. Industrial employment also increased over the same
period by more then bO% in Washington and Oregon.
The central states around the Great Lakes area pro-
vide the third region which has gained rapidly in industrial
growth and in industrial employment. In Ohio, Industrial em-
ployment jumped from 735,000 in 1939 to 1,159,000 in 1946.
For Illinois industrial workers multiplied fro, 759,000 in
1939 to 1,160,000 in 1946. Similar increases were registered
percentage-wise for the states of Indiana, Michigan and
Wisconsin.
Prom the viewpoint of cheap electric power the south-
west offers favorable opportunities for heavy electric users
such as electrochemical and metallurgical plants. The induce-
ment to locate in this area v/ould be at the expense of the north
and east which, prior to the war, enjoyed the bulk of these in-
dustries. The use of cheap natural gas as boiler fuel and the
construction of "outdoor" plants are important factors in the
ability of the southwest to produce large blocks of. cheap power.
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9. Proportion of Revenues Obtained from
Services Other Than Electric
The proportion of nonelectric revenues may he of
considerable importance in individual cases. ^Ifhere these
come from trsxisit operations the effect is apt to be a de-
pressed market for the company's stock. In the eyes of in-
vestors transit operations tend to be more of a liability
for the utility company than an asset. Investor preference
is sometimes noted for utility companies engaged in only one
line of business where, it is felt, a better job will be done
building sales of one service with singleness of purpose. In
the administration of holding company structures the Securities
and E" change Commission has also tended to discourage the hold-
ing of multi-business properties. The position of a company
with regard to integrated properties makes an impression upon
the investor and influences his decision. In keeping with the
regulatory approach a well-integrated system is preferred to
one made up of scattered properties.
10. Relation of the CompaJiy to Public Power
Comp'etltion and the Threat of Public Ownership
This f cctor is one of increasing rather than decreas-
ing importance. Investors have strong reasons to avoid stock
purchases in regions where public power competition is either
present or potential. As illustrated earlier, the Pacific
Northwest is one of the most unfavorably situated sections in
this respect. The common stockholder is vitally interested
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in the position and policy of the public power authorities
j
\
for it is the equity holder v/ho stands to suffer the greatest ,
i
deterioration in value when public competition or absorption j
threatens.
\
Public power proponents in the Pacific Northwest !
won a sizeable victory in March, 1949 when the City Council
|
"i
of Tacoma, Washington, adopted an order for condemnation and 1
acquisition of about $15 million of the property and business
-j
of the 57 year old Puget Sound Power and Light Company. The
j
facilities condemned represented about 25% of the generating
j
capacity of the private utility company. Similar plans by
|
other municipalities in the area have now been set in motion,"^ j
Additional evidence of the trend toward public ovm-
\
ership of utilities in the State of Washington in the recent
passage by the State Senate of a measure that would set up a
|
state power authority and give the existing "public utility
j
districts" the right to acquire property tlirough negotiation
with private power companies. l
A careful examination of the franchise situation
j
should be part of any analysis of company relations with pub-
lic authorities. Franchise problems do occasionally worry \
\
investors but for the most part franchise study is routine i
and standardized, and renewal to a large extent automatic. i
1. New York Times, March 27, 1949. ;
1
i
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11, Operating Plant
Various features of operating plant should be exam-
ined as to character, age, end any proposed construction. In
recent years the stage has been almost entirely taken up with
the vast construction program made necessary by the rapidly
expanding demand for power. There seems to be little dis-
tinction made by analysts as betv/een hydro and steam plants.
New equipment for the latter has improved steadily in effi-
ciency and market ratings for the two types of plants have
not varied substantially. The differences that have existed
usually can be traced to other adverse factors. Hydro plants
must conform to the existing pattern of water resources with-
in the nation and have been associated more v/ith public power
projects than with private companies. In theory a hydro plant
should be a better risk because of longer life, but the initial
investment is staggering and obsolescence may prove just as
serious as with a steam plant now that atomic power has en-
tered the realm of possible commercial development.
Plant construction for the current year shows that
industrial corporations are spending less than in 1948 by 20
per cent. On the other hand, utilities are spending more in
1949 so that overall capital expenditures for the year will
show little decline for the economy in its entirety. The de-
crease in spending by industrials will be approximately offset
by the increase in utility capital expenditures assuming cur-
rent estimates are carried through. Reported expenditures of
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various utility companies in 1948 and their indicated inten-
tions for 1949 are shovm below.
(Millions)
Spent in To Be Spent
1948 in 1949
Kansas Power & Light 10.6 17.0
Missouri Power & Light 3.5 3.1
Consolidated Edison 79.0 101.0
Union Electric Missouri 25.1 42.0
Detroit Edison 37.4 50.0
Cleveland Electric Illinois 33.2 34.0
Niagara Hudson 40.0 36.0
12. Rate Levels and Regulatory Policy
The previous chapters have indicated the vital sig-
nificance of rate schedules, the problem of rising costs, and
the need for a flexible regulatory outlook. Rate cuts have
been the order of the day for so many years that sjialysts have
come to consider recent or pending rate cuts as e favorable
factor for a company rather than otherwise, since they are
taken as an indication that the company has come to sn under-
standing with its local commission, at least temporarily.
Under such circumstances the immediate outlook seems less
uncertain and hence more favorable from the viewpoint of the
investor.
Under the impact of inflation, however, a number
of rate trends have been reversed as commissions have granted
necessary increases. The question to be asked in stock analy-
sis at the present time is whether such rate increases were
1. Barron's Weekly, March 28, 1949, p. 33.
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inadequate and too few in numlDer. In the case of those com-
panies who did not apply for rate relief, should they have
done so, and what level of rates would now provide adequate
earnings for the common stock to enable further equity sales
at reasonable prices.
The recent leveling off of price gjid cost factors
in many lines now raises the question as to whether rate in-
creases are needed, or if needed, whether the private power
companies have lost an opportunity to get such increases. As
has been indicated, comparatively few companies took advantage
of prevailing commission policy and petitioned for rate in-
creases. Can utilities now press for higher rates in the face
of the present situation? There is evidence pointing to an
affirmative answer. The industry still faces a large expan-
sion program and the returns on invested capital are dropping.
Utility costs will tend to have an element of rigidity in them
which may prevent a decline. For the year 1948 expanded oper-
ating costs absorbed almost 96 per cent of the year's increase
in revenues from the sale of electricity and associated ser-
vices .
Federal Power Commission figures on Class A and B
privately owned electric utilities show that operating expen-
ses took 82.6 cents of every revenue dollar in 1947 end 86.1
cents in 1948. Furthermore, where 1945 net income amounted
to 5.69^ of the book value of plant and equipment, it dropped
to 5.26^ in 1947 and to 4.90^ in 1948.
1i
i
i
I
I
i
i
i
i
i
J
i
i
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The follov/ing tabulation will indicate the net in-
come available for charges - that is, the balance of revenues
left for the hire of capital - expressed as a percentage of
operating revenue for twenty operating electric utilities for
the years 1947 and 1948."^
Net for Charges
Company as % of Revenue
1948 1947
Boston Edison 10.9 11,9
Central Hudson Gas & Electric 7.8 9.5
Central Illinois Light 16.6 17.7
Central Maine Power 18.5 15.1
Cincinnati Gas and Electric 14.5 14.5
Cleveland Electric Illumin. 15,1 14.4
Columbus & Southern Ohio Electric 14.8 17.6
Dayton Power & Light 15.2 15.8
Duke Power 12.3 13.9
Florida Power 12.1 14.6
Gulf States Utilities 20.4 20.1
Long Island Lighting 9.3 8.5
N. Y. State Electric & Gas 10.5 11.4
North States Power (Minn.) 15.4 14.2
Pacific Gas & Electric 13.4 13.7
Philadelphia Electric 15.0 17.1
Public Service Elec. & Gas 11.9 15.5
Southern California Edison 12.4 13.3
Union Electric (Mo.) 16.1 18.9
Wisconsin Electric Power 10.4 11.0
Average 20 compsjiies 13.3 14.
5
Increases are indicated for only four companies over 1947 and
in each case special circumstances were responsible for the
change. Central Main Power and Northern States Power had im-
proved water conditions during 1948. Long Island Lighting re-
ceived increases in gas rates in 1948 which lessened the drain
of gas losses on electric earnings.
1. Barron's Financial Weekly, March 21, 1949, p. 33,
i1
i
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Recent data on electric rate increases indicate an
acceleration in the n-umber of changes granted. During 1947
fovirteen private power companies received rate increases with
nineteen more successfully following suit during the first
six months of 1948. For the period between July 1, 1948 and
March 15, 1949 the number jumped sharply to ninety-five with
thirty applications for rate increases pending at the end of
that period. Meanwhile, during the entire two year period,
over two hundred publicly owned electric utilities raised
their rates.
Electric earnings will be closely scrutinized by
the market during 1949 to see how costs react and to see how
much of additional gross revenue is carried dov/n to appear as
a balance available for the comiaon stockholder. The trend of
capital costs has also become uncertain in the early months
of 1949 as the predicted rise has not materialized clearly
enough to be called en unmistakable trend. The balance of
1949 should provide some answer as to the trend in marginal-
cost and marginal-revenue relations, which had been narrowing
up to the end of 1948.
13. The Character of Commission Regulation
The character of commission regulation is a stand-
ard item in utility analysis which should not be overlooked
or underestimated. The informed investor and analyst must be
aware of the philosophy and policies of the local and Federal
commissions which regulate any specific company. Each
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commission has its ov^ standard of liberality or strictness
which affects the relative market values for different com-
panies. Policies on depreciation, plant write-offs, rate cuts,
and the rate base are all to be considered in & thorough task
of analysis. Important as well is the degree to which these
policies have been contested and tried before the courts.
14. Analysis of Plant Account
It is abundantly clear that there is no single valid
yardstick for measuring the present and prospective worth of
utility common stocks. Value is a complex of many elements,
and though earnings have been placed at the very heart of the
problem, they do not constitute the entire picture. Earnings
must be related to plant and property values to appear in their
most significant perspective. This thought was concisely sum-
marized by former S.E.C. Commissioner, Robert E. Healy as fol-
lows:^
"To one attempting to appraise the value of a
utility equity, it would be foolish to deny the im-
portance of earnings. But the earnings statement
will not tell him all he needs to know. He must
Look at the balance sheet for certain information
without which the earnings statement is almost
meaningless.
"
^ Analysis of plant account properly includes many important
balance sheet items among which would be included intangibles,
write-offs, and depreciation reserves. The relationship of
1. Public Utilities Fortnightly, August 30, 1945, p. 296.
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depreciation reserve to fixed assets has been growing in im-
portance over the past decade as Federal and state regulatory
authorities have increasingly required uniform monthly charges
based on estimated useful life.
The depreciation problem received relatively little
attention prior to the 1930' s. The NARUC accounting classi-
fication codified in 1924 provided for the retirement reserve
method which was generally used except in California where the
sinking fund method had been adopted for about a decade."^
During the depression years greater attention was brougjit to
bear on rates and depreciation and in 1937 the NiiRUC adopted
a new system of accoimting. Until that time a wide difference
of opinion and policy had been evident as between depreciation
and "replacement" accounting.
Statistics compiled by the Edison Electric Institute
show that depreciation reserves in 1911 averaged only 3.41^ of
plant value. In the following decade this figure increased to
9,37^. During the 1920' s and the early 1930' s, however, there
was little change in the ratio, but from 1932 to the present
time there has been a rapid gain in the ratio from 9% to ap-
proximately 22^. This has been due not only to increased
credits to the reserve but in part to plsjit write-offs as well.
The standard "straight
-line" method of depreciation
accounting has been receiving some competition from a somewhat
1. Public Utilities Portnigjitly , November 22, 1945, p. 715.

more scientific method of approach vvhich includes an interest
factor. The "sinking fund" sjid other special methods of de-
preciation accounting recognize that money set aside should
bear interest. There seems to he a trend among regulatory-
authorities to-ward the sinking fund method, a method which
has been used in California for some thirty-five years.
Another factor worthy of the analyst «s attention is
the relation between income tax depreciation and book depre-
ciation. The t&x figures are usually no scientific guide and
the wartime five-year amortization plan has caused even great-
er differences in recent years
.
The topic of depreciation is a lengthy and complex
one and a method of approach can only be hinted at here. Ratio
tests which will be helpful include, (1) computing the ratio of
depreciation to revenues (less the cost of purchased power),
(2) the ratio of maintenance snd depreciation to revenues (sim-
ilarly adjusted), and (3) similar ratios to plant account.
Other important factors to be considered are the rate of growth
the effect of hydro-electric or other long-life property, v/eath-
er conditions (including soil conditions, hurricanes, electric
storms, and the range of temperature and humidity), snd the
attitude of regulatory authorities.
If the ratio of depreciation reserve to plant account
is relatively low there is always the possibility that the com-
mission may require increased depreciation chsrges which may
affect future earnings and the common stock equity. There have
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been a number of cases where the S.E.C. has warned prospective
common stock buyers that "the company's depreciation require-
ments may be Increased under the system of depreciation ac-
counting as required by the Uniform System of Accounts. Such
an increase would reduce earnings and might affect dividend
payments . ""^
Closely connected with plant account is another
factor which is significant for the prospective common stock-
holder. This element is the amount by which the book value
of fixed property exceeds its original cost. This figure may
not appear in the balance sheet proper but should normslly be
found among the "notes" to the balance sheet. Under present
accounting policy as administered by the regulatory agencies
this figure is required to be segregated in special accounts
for an implied eventual extinguishment. This method appears
under the Uniform System of Accounts prescribed by the Federal
Power Commission for interstate utilities, a system which has
also been adopted in its entirety or in approximate form by a
majority of state commissions for application to intrastate
utilities.
The common stockholder is interested in the manner
and the rapidity with which a particular utility is forced to
extinguish this excess. If the amortization procedure cannot
be determined in advance v;ith some reliability, some doubt may
be cast on the attractiveness of common shares sold to the
1. Ibid.
,
August 30, 1945, p. 297.
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public. An example of relatively harsh treatment is provided
by the Northwestern Electric Company which was denied by the
Federal Power Commission the right to pay dividends on its
common stock until the excess of book value over original
cost was erased.
Another balance sheet entry which may be of inter-
est to the prospective buyer of utility common stock is the
amount of old financing cost and expenses v/hich have never
been absorbed. Again, this will probably be found in the
"notes" to the balance sheet rather than in the balance sheet
itself. Many of these amounts originated from an earlier
period of rapid expansion when generating facilities were
often replaced by larger units before more than a fraction
of their useful life had been exhausted. Since most of these
facilities had been created with the proceeds of securities
sold below their face value, the problem of how to record
these discounts and expenses arose. Many companies capital-
ized them by setting them up as a part of corporate assets
to be amortized over future periods.
Since the Public Utility Act of 1955 csme into
existence both the S.E.C. and the state commissions have been
disposed to single out these capitalized items and require
their elimination. Such a move carries a similar threat to
the common stockholder as with amortization of excesses over
original cost. The West Penn Power common stock distribution
of a few years ago provides an example of this procedvu-'e.
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The S.E.C. reported that the coinnion stock had a book value
of approximately fl2.60 a share on a pro forma basis but, if
deferred charges comprised of \mamortized debt discount and
expense, redemption premium and expense on preferred stock,
and other miscellaneous charges were deducted, the book value
would drop to around $10.00 per share.
15. Management
The factor of management deserves the most careful
scrutiny and yet it is one of the most difficult areas about
which to collect adequate information. Management policies
and performance must often be pieced together by reading be-
tween the lines of earnings statements and balance sheets.
Some estimation of the character and ability of management
must be made, hov;ever, since earning pov;er is to a large ex-
tent dependent upon the ability of management to control ex-
penses and take advantage of every opportunity to improve
operating efficiency.
In conclusion, a few other factors might be added
to the list already presented. Special income account factors
such as amortization of plant write-offs, dividend restric-
tions, etc., need consideration by the common stock investor.
Federal taxes and special charges in lieu of taxes provide
another area for analysis. Finally, the importance of price
in security analysis work needs to be re-eraphasized. The in-
vestor is always looking for a security with desirable feat-
ures - but desirable features in the light of its price level
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The question to be answered is: Should this stock be pur-
chased at present prices ? The problem of distinguishing
overpriced from underpriced stocks is a difficult one but
the successful investor is one that recognizes the importance
of price as well as the \inderlying factors of quality.
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CHAPTER VII
CONCLUSIONS AND RESULTS OP
COMPANY ANALYSIS
Electric power and light company equities tend to
possess Investment characteristics for the most part. This
position is supported by the relative stability of industry
revenues and earnings under varying business conditions. The
lack of any great cycle sensitivity is due in large part to
the nature of the service and to the large and stable resi-
dential load enjoyed. The appeal of electric common stocks
is primarily to those seeking income, however, for dividends
at the present time are well maintained and yields are lib-
eral ,
The results of individual company analysis together
with recent market action and changes in the operating lead
the writer to the conclusion that the investment status of
electric power stocks has improved over the early months of
1949. With many overall business indicators waving a warning
flag the utilities have continued unharmed by the deflationary
problems which are besetting most industries. The result has
been that on a comparative basis the strength of utility eq-
uities is becoming more apparent and is receiving greater
recognition. Deflation tends to hurt most industries by
reason of falling demands, forced price reductions, and una-
voidable inventory losses. Electric utility companies escape

these economic evils since they produce a necessity which has
"been declining in price for many years. All expectations are
for a we11-maintained power demand for the next few years and
the inventory problem does not exist.
The major factors which help to account for the im-
proved investment status of electric utility stocks appear
below. They will serve as a summary of research conclusions
resulting from industry and individual company analysis.
1. The past decade has seen an improvement take
place in the overall financial position of electric utility
companies. Although some of this improvement was accomplished
at the expense of past security holders, it is clear that the
current position accrues to the benefit of present and future
security holders.
2, Capital structure changes as indicated in Chart
XI have given added strength to the financial picture. The
chart reveals the capitalization of class A and B electric
utilities at December 31, 1947, compared with the capitaliza-
tion nine years earlier at December 31, 1938 as given by
Federal Power Commission figures, The improvement in debt
and equity proportions is apparent. The common stock figure
for 1938 has been decreased $850 million to compensate for
adjustments made to take care of Account 107 writeoffs. Under
regulatory direction there has been an elimination of intan-
gibles which formerly added a fictitious element to surplus
accounts. Progress has also been made in the amortization of
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Account lOOoS, Electric Plant Acquisition Adjustments. For
some companies amortization has already been completed and
within a few years it should be completed for the remaining
companies. Annual deductions on this account are currently
running at about $45 million which, #ien completed, will carry
on dovm to the common equity.
3. The average rate of interest on total debt and
the average dividend rate on preferred stock declined mater-
ially during the past ten years. This has had the effect of
supporting common stock earnings in the face of reductions in
electric rates and substantial increases in operating expenses.
4. The enlargement of depreciation reserves in rela-
tion to plant account is of considerable importance. In 1938
they approximated 11. 6^ of plant while at the end of 1947 they
were 22,3^ of plant. The earlier figure is now considered to
be clearly inadequate according to present standards. The
present figure, on the other hand, may err somewhat on the
conservative side in the sense that the economic loss due to
depreciation is overstated.
5. The market for electric service continues to ex-
pand and all evidence points to a vigorous continuation of
this trend. This is not only indicated by a vast potential
in residential demand but also by continued industrial and
commercial use. Prom 1929 to 1948 the amount of energy sold
per unit of gross national product, expressed in dollars of
constant value, rose 83^. Greater use of electric pov/er has
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CHART XI
CHANGES IN CAPITALIZATION
OF THE ELECTRIC UTILITIES
Dec. 1938 Compared With Dec. 19U7
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a large part to play in the imperative need to increase the
productivity of the worker.
6. Some alarm has been expressed at the possible
dilution of the equity base resulting from the financing of
the current and future expansion program of the electric
utilities. This view does not seem to be well founded for
the expansion programs are for the most part necessary to meet
already existing heavy demands for electric service. The ad-
ditional investment required will provide the revenues neces-
sary to carry that investment. Additions to capacity in pro-
cess of construction are not being created in anticipation of
demand but to meet an already existing high level of demand.
The danger of dilution is thereby minimized by the existence
of supporting factors which can be predicted wdth relative
certainty. The estimated financing program for 1949 involves
the raising of about $350 million through the sale of common
stocks. Because of the fear of earnings dilution such pros-
pective financing tends to depress temporarily the market for
the common shares of the issuing company. Such temporary ad-
verse market results can still be expected in the futin'e even
though the fears from which they stem are ill founded.
7, In many individual situations important operating
economies still remain to be enjoyed through the use of more
modern and efficient generating equipment. There is evidence
to indicate that further savings can be expected from more ef-
ficient use of fuel. It has been estimated that the fuel
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consmption rate of pounds per kilov/att-hoTxr generated
in the closing months of 1948 will drop "by 1951 to 1.05 pounds
per kilowatt-hour with a resultant saving of approximately ^165
million in fuel costs based on fuel prices existing at that
time,''' Edison Electric Institute data bears out this predic-
tion by revealing a constant decline over recent months in the
fuel consumption rate. Shovdng a continual decline since the
summer of 1948, the figure for the month of November averaged
1.258 pounds per kilowatt hoiu? and for December 1.247 pounds.
8. The electric utility industry has been called a
"decreasing cost" industry. This phrase signifies that as
output increases unit costs tend to drop. This basic econom-
ic factor is highly important when the indiistry's expansion
program is considered. A number of factors making for lower
unit costs have come into operation as output expands. A few
may be mentioned, such as; (a) Economies in transmission and
distribution operating costs. Increased loads can usually te
supplied with only minor reinforcement of existing transmis-
sion and distribution facilities. (b) Economies in genera-
tion costs as growing loads make possible the use of larger
size units and larger size stations with lower costs and more
efficient equipment. (c) Reduction of unit costs through a
greater spreading of overhead expenses such as administrative,
general, accounting and certain physical operating expenses,
(d) A larger scale of operations permits greater specializa-
tion in the use of labor and equipment and facilitates the
1. Ebasco Services, Inc., Commercial and Financial Chronicle,
March 51, 1949, p. 8.
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introduction of labor-saving techniques. The decreasing unit
costs that have accompanied electric utility grov/th explain
in some degree how electric rates have been able to decrease
decade after decade.
9. Power companies should continue to receive bene-
fits from a leveling off of operating expenses due to the wan-
ing of inflationary pressures which has been under way for some
time. In the field of fuel costs there has been a downward
readjustment in prices affecting coal and fuel oil. Better
cost control has had an optimistic effect on the near term out-
look for electric earnings. In 1947 fuel expenses were 40,7^
higher than in the preceding year, while wages were 16% higher.
Revenues for the same year gained 12,1% and net income advanced
2%, In 1948 fuel rose ZO,b% and wages 11^ over 1947 while rev-
enues advanced 12,4^ and net income increased 5%, These favor-
able comparisons are expected to continue throughout 1949, For
individual companies better cost control came through channels
other thsii fuel factors. For some the important factors were
rate increases, improved water conditions, or the installation
of new generating equipment.
10. Labor costs also show signs of stabilizing for
the electric utilities. Payroll expense should not see a rep-
etition of the increases characteristic of the last few years.
Although the 1948 increase in labor cost was |78 million it is
important to note the sharp decline from the increase of $191
million in 1947.

11. It is rapidly being acknowledged that defla-
tion rather than inflation is the paramount prohlem facing
many industries today. In a general business recession the
electric utilities should perform with encouraging stability.
Any decline in revenues from smaller industrial use should
be moderate since the most profitable segment of power con-
sumed is for residential purposes. A recession might bring
a drop in kilov/att hours sold but should affect revenues by
a much smaller degree. Since industrial rates are the lowest
of all rates the power companies stand to lose some of their
least remunerative load while maintaining and even exoanding
their profitable residential load.
12. As indicated in Chart XII the market movements
of electric common stocks have tended to parallel those of
utility preferreds and bonds since 1945. This reflects the
fact that conservative investors consider electric common
stocks in much the same fashion as they do preferreds and
bonds — that is, primarily for income. All three classes
tended to be depressed in the market by inflation. Contrari-
wise it is to be expected that all will be helped in varying
degrees by the recession or deflation phase that has been
developing over recent months.
15. Other factors that have had a favorable bearing
on the investment status of electric common stocks include:
(a) The continued granting of rate increases and a liberal
attitude on the part of regulatory authorities toward the
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CHART XII
Electric Power Common Stocks
Conqsared With Bonds And Prefierreds
P. U. Bond Yields High Grade P. U. Pfds.
Electric Power Common Stock Prices
Bond Yld. % Pfd. Yld. %
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need for adequate earning pov/er to attract investment cap-
ital, (b) Encouraging indications as a result of good market
action by several issues in the face of additional stock of-
ferings, (c) The probability that no action will be taken by
Congress toward larger corporate taxes in 1949.
Results of Company Analysis
To limit the scope of analysis electric utility
holding compsnies have been omitted from consideration. A
group of leading operating utilities were chosen for compar-
ison for it is in this field that the greatest market inter-
est is shown and the most adequate data made available. It
should be realized, however, that there are many examples of
smaller and lesser known companies that are in very favorable
positions for sound investment. If the individual investor
is looking for new situations rather than following the mar-
ket standbys, careful analysis of smaller companies will yield
1
satisfactory results.
Over ten years ago only e handful of issues could
be pointed to as strictly operating company shares. Today
there are almost one hundred stocks in this category, the re-
sult of compliance with the Public Utility Holding Company
Act of 1935. New utility common stocks will continue to ap-
pear on the market through sales and distributions as holding
company liquidation progresses.
1, See, for instance, the series of analyses of lesser known
companies in favorable statistical positions by Harold
Young of Eastman Dillon, in "The Investment Banker" for
1947, 1948, and 1949.
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Company analysis serves to reveal the wide differ-
entials that exist between companies in different geographi-
cal areas. The rate of growth in the southwest as compared
to the north has already been referred to. One study indi-
cated that the 1947 combined operating profits of nine com-
panies located in the southwest increased 26% over 1939,
while profits of ten northern companies decreased 5% in the
1
same period. Rate reductions for both groups averaged about
16% during the period. The major factors in the more favor-
able showing of the southern companies were the larger gains
in sales and favorable fuel costs. During that seme period
the cost of natural gas declined about 26% while that of coal
increased 6Z>%.
Comparative statistical data for twenty-nine oper-
ating companies is presented in Table VIII. Growth, equity,
earnings, and dividend factors are indicated to make some de-
gree of comparison available at a glance. It is to be noted
that the higher the percentage of equity to total capitaliza-
tion, the lower the yields and the higher the price-earnings
ratios. From this group a number of companies have been
chosen as being in relatively favorable positions at the
present time for investment purposes. A few summary remarks
are given below for each recommended company.
1. Public Utilities Fortnightly, December 16, 1948, p. 874.
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TABLE Vm
ELECTRIC UTILITY COMMON STOCKS
Conqparative Data
Grrowth Factors
% Increase
I9UI-I48
Customers Sades
Eqiiity Factors
Uoimnon Gross
% of IncOTie:
Total % Accru-
Capital- ing to
ization Gcnmon
19U8
Net
pper.
Rev. %
of Net
Plant
Atlantic City Elec. Co. 23.0$ 36.9$ 3h.2% 65.W 6.hO%
Boston Edison 5.5 77.9 eo.h 78.6 5.50
Central Maine Power 20.lt 52.
U
26.2 50.5 li.57
Cinn. Gas & Electric Co. li5.o 70.0 28.0 7h,0 8.10
Cleveland Elec. HI. 13.1 75.3 40.7 71.8 5.70
Columbus &. S. Ohio El. Co. 22.0 106.U 25.7 68.9 6.91
Commomrealtlt Edison 9.0 52.7 55.6 71.6 ii.88
Conn. Lt. & Pw. 23.8 51.6 U7.3 68.8 5.33
Consolidated Edieon N. Y. NA Ul.6 hh.2 53.7 l;.5l
Cons. Gas, Baltimore 21.5 53.0 35.9 63.5 5.10
Consumers Power Co. 22.9 7U.3 29.U 62.2 6.U6
Bayton Power &. Light Co, 73.3 106.3 25.3 73.8 6.00
Detroit Edison 21.1 60.5 U6.8 68.8 h,67
Empire District Elec. 69.7 i»li.2 22.5 52.3 6.38
Florida Power Corp. 101.0 137.0 27.0 58.0 6.30
Earnings
Per Sh.
Common
Annual
Div.
Rate
Div.
Payout:
% of
Net I9U8
Recent
Price Yield
Price-
Earn.
Ratio
I1.U5 $1.20 82$ 17 i 6.96$ 11.9
2.90 2.80 83 U3i 6.I1U 15.0
1.I49 1.20 81 15 3A 7.62 10.6
3.06 l.UO li6 28 1/8 U.98 9.2
2.98 2.20 7h 38 5/8 5.70 13.0
U.Ol 2.80 70 hO^ 6.91 10.1
1.76 1.50 81 26 1/8 5.7U lli.8
3.U3 3.25 95 53 6.13 15 .U
2.31 1.60 69 23 1/8 6.92 10.0
U.25 3.60 79 65 5.5U 15.3
2.U5 2.00 7U 33 3A 5.93 13.8
2.56 1.80 69 28 i 6.32 11.1
1.U9 1.20 81 21 7/8 5.U9 lli.7
2.30 1.12 h9 15 1 7.23 6.7
1.59 1.00 65 111 3A 6.78 9.3
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TABLE YIII (Qontinued)
ELECTRIC UTILITY COMMON STOCKS
Con?)arative Data
Eqtdty Factors
Comnon Gross Net
% of Incomes Oper,
Groirth Factors Total % Accrvi- Rev. %
% Increase Capital- ing to of Net
19Ul-ii8 iaation Common Plant
Company Customers Sales 19li8
Gulf States Utilities Co. 78,0$ 91.0$ 28,7$ 72,1^ 6.32
Hartford Elec. 9.U U0.9 59.6 7U,1 8.36
Houston Ltg, & Power Co. 52.9 125.5 3U.2 71.U 7.67
Idaho Power Co. ii2.7 30.5 26,3 63.ii 5.38
Illinois Power Co. 17,2 79.9 i|0.3 71.3 6.30
Indianapolis Pr, & Lt. 18.9 77.2 25.U 63. l4 6.69
Louisville Gas & Electric 19.1 86.6 25.1 52.1 7.35
Minnesota Pr, k Lt, 1;2.0 30.0 26.0 58.0 6.10
N. Y. State Elec. & Gas 23.7 88.2 33.2 62.6 5.58
Northern Indiana P. S, 71.8 101.8 19.7 60.0 7.78
Oklahoma Gas & Elec, Co, 38.7 76.6 25 .i4 61.0 6.29
Pacific Gas & Electric Co. 29.0 78.0 28.0 U9.0 11.1+3
Pennsylvania Pr, & Lt, 12.3 U8.1; 17.2 U9.0 5.30
Philadelphia Elec. 13.8 53.U 33.9 55.9 6.20
P, S. Co. of Indiana 22.2 105.9 30.2 70.0 7.23
Earnings
Per Sh. Annual Div. Payout: Price-
Common Div. % of Recait Earn.
Rate Net of 19li8 Price Yield Ratio
11.77 $1.20 68$ 19 i 6.15$ 11.0
2.77 2.75 99 U7 5.85 17.0
3.68 2.20 56 U8 U.58 13.0
3.15 1.80 51 33 i 5.U1 10.6
2.93 2,00 58 30 i 6.56 10 .U
3.11 1.60 U8 25 6.U0 8.0
2.91* 1.80 53 26 3/8 6.82 9.0
2.81 2.20 80 26 8.U6 9.2
U.2U 3.U0 81 U5i 7.51 10.7
2.18 1.20 55 16 3A 7.16 7.7
3.70 2,kO 61 3Ui 6.$6 9.3
2.U6 2.00 81 32 6.25 13.0
2,02 1.20 53 18 7/8 6.36 9.3
1.63 1,20 7U 22 i 5.33 13.8
2.67 1.60 60 23 3A 6.7U 8.9
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TABLE VIII (Continued)
EI£CTRIC UTIIITT COMMON STOCKS
Con;>arative Data
Conqpany
Growth Factors
% Increase
19lil-U8
Customers Sales
Equity Factors
Common
% of
Total
Capital-
ization
Gross
Income
:
% Accru-
ing to
Common
Net
Oper.
Rev. %
of Net
Plant
Public Service Elec. & Gas NA h9.^% U3.0^ 36.6^ 6.80^
San Diego Gas & Elec. 52.0 122.0 U2.0 51.0 5.I1O
South Carolina Elec. & Gas 67.0 39.3 29.6 U2.U 5.82
Southern California Edison I43.O 85.0 21.0 36.0 U.OO
Utah Power & light 29.0 7.0 37.0 71.0 5.70
Virginia Elec, & Potver h2,$ 92.6 30.3 52.2 5.28
Wisconsin Elec. Power Co. 13.0 67.2 32.3 57.3 6.60
Source: Moody's Investors Service
Earnings
Per Sh.
Common
Annual
Div.
Rate
Div.
Payout
:
% of
Net I9U8
Recent
Price Yield
Price-
Earn.
Ratio
|2.16 #1.60 22 3/8 7.15 10.U
.8U .80 82 13 6.15 15.5
.79 .60 63 8 7.50 10.1
2.02 1.50 Ih 30 1 U.92 15.1
2.5U 1.60 57 22 5/8 7.07 7.9
1.U5 1.20 83 16 5/8 7.22 11.5
1.86 1.10 58 17 3/8 6.33 9.3
iI
i
I
I
i
i
1
4
\
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Commonwealth Edison
An extremely high quality investment type stock.
Commonwealth Edison offers a fairly liberal return end encour-
aging prospects for continued long-term grov/th. It is the
second largest electric and gas operating group in the United
States and has recently attained the $1 billion asset mark.
The service area includes the city of Chicago and has a popu-
lation of ober 5 million. Qrovrth of demand has been so rapid
in recent years that an inadequacy of reserve power still ex-
ists. This is one of the principal reasons for the large
scale expansion program now under v/ay. Plans are to spend
about $340 million between 1949 and 1952 for new generating
capacity.
The financial position of the company is very strong
vdth a conservative capitalization, 55% of v;hich represents
common equity. Revenues are stable from a highly diversified
service area representing heavy and light industry, commerce,
and agriculture. The earnings record has been stable and div-
idend payments have been made for 60 consecutive years, a
record equalled by only a few public utility companies. The
franchise to operate in the City of Chicago has just been re-
newed for a period of 45 years
.
Selling at a price of 26 the stock yields about 5.8%,
The 1948 earnings of $1.76 cover adequately the annual dividend
rate of $1.50. Since power is generated by steam the company
stands to gain from the recent changes in fuel costs. On the

basis of quality this company ranks among the top utilities
of the coimtry for long-term equity investment.
Price range: 1940-48 56 1/8 --17 3/8
1949 27i --25 l/8
Consolidated Gas Electric Light & Power, Baltimore
A seasoned stock in a strong company, this holding
represents a good quality utility equity to be held as an
investment for income purposes. The service area offers
heavy load diversification with electric revenues showing
a very satisfactory customer balance as follows: Residential
27^; Commercial, 25%; Industrial, 34^; Other, 14,^. The com-
pany serves the city of Baltimore and the surrounding terri-
tory with electricity and gas without competition. Franchise
are unlimited as to time except for a minor amount of gas bus
iness. Steam is also furnished to the central business dis-
trict of Baltimore. Strong features of the company's posi-
tion include a depreciation reserve equivalent to 25^ of
fixed assets, a load factor which has varied between 60-68^,
the purchase of large amounts of electricity from outside on
favorable terms, a fixed charge coverage which has averaged
4.2 times, and a common equity which represents 35^ of total
capitalization.
Dividends have been paid for 40 consecttive years
and the annual rate of |3.60 was well covered in 1948 by
earnings of |4.25. Analysis indicates this company to be a
strong and well managed operating utility. The capital
ii
1
i
I
I
i
i
i
i
I
I
i
i
I
I
I
j
j
\
i
I
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structure is well planned and has "been efficiently adminis-
tered. Fixed charges have "been relatively low, debt retire-
ment has "been good, and lower Interest rates have been closely
followed through refunding issues.
Purchase of the common stock is recommended, again
on the basis of a strict quality investment. If the investor
goal is merely liberal income, other equities should be chosen
instead. The current price of 66 brings a yield of 5,5%.
Price range: 1940-48 91 — 39j
1949 67 — 58i
Houston Lighting and Power
Reflecting the vigorous growth of the southwest this
company has enjoyed a 5Z>% increase in customers since 1941 and
a 125^ increase in sales over the same period. Its rating does
not rest on the growth factor alone, however. Much of the in-
vestment-type status of the common stock stems from the conser-
vative capital structure of the company. Before the April,
1948 debt financing common stock and surplus comprised 40% of
the capital structure. After a $15 million bond flotation the
figure dropped to 54^ where it remains today. The ratio is
steadily being improved as a result of a conservative dividend
policy.
Houston Lighting and Power serves sn ea?ea that in-
cludes Houston, G<';:lveston, and 152 smaller communities with
surrounding rural regions. Population of the area is placed
at around 935,000. Most of its power comes from steam

generation which is fueled by natioral gas purchased under
long-term contracts that have afforded protection against
Inflationary general cost trends. Relatively good control
over costs has resulted. Net income from 1941 to 1947 in-
creased 53^ compared with a gain of 24^ in net income for
the electric utility industry as a whole.
Industry diversification in the area shows consid-
erable emphasis on consumer goods items - natural gas, petro-
leum, and food production and processing - which should give
some protection against the fluctuations of the business
cycle. Residential electric rates are below the national
average. In 1947 revenue per residential kilowatt hour sold
averaged 2.6 cents compared vjith the national figure of 5.09
cents. This factor plus the greater then average expansion
rate of residential use should provide further stability in
company operations.
Dividends have been paid for 27 consecutive years
with the |2.05 1948 payment more than adequately covered by
earnings of $5.68. Share earnings have been increasing over
the past three years in spite of inflationary pressures.
Furthermore, gains have been substantial - earnings for 1946
were ^2.74; for 1947, $5.52; and |5.68 for 1948, At the
present price of 46 the stock sells to yield 4.8^.
Price range: 1940-48 49 17 5/8
1949 48 5/8 -- 45/58
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Philadelphia Electric !
This Investment type stock seems very attractive at
the present time not only because of Its underlying quality
;
but because of Its relatively liberal yield. Its basic posl-
j
tlon Is characterized by many strong features which mark It
as a leader among operating company Investments. Supplying i
service to the city of Philadelphia and to adjoining areas In
|
southeastern Pennsylvania, the company serves a territory of '
approximately 2,140 square miles and of nearly two million
j
population. Electric sales and revenue continue to rise with
|
much of the activity In the more stable residential area. J
About 90% of total revenues are derived from electric sales,
with 9% from gas sales and 1% from steam.
Industrial load is highly diversified with many con- \
sumers' goods lines adding a stabilizing Influence to the eye- -j
Ileal fluctuations which normally characterize capital goods
i
producers. Residential demand has been heavy and well sus- i
talned. Philadelphia has an unusueJ-ly large number of fam-
ilies living in individual dwelling units rather than apart-
j
ments. Such single family units make for better electric j
i
sales. For comparison, only 24^ of Philadelphia families live \
in apartments whereas 74% of New York City families are apart-
ment dwellers. In 1947 the average residential and rural con-
|
i
sumer in the Philadelphia market used 1,457 kilowatt hours as
j
compared to the national average of 1,458 kilowatt hours, i
Electric rates also compare favorably with Philadelphia* s 2,9^ '
.1
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per kilowatt hour average falling below the national average
of 5.09$/.
The company has contracted for a supply of natural
gas and plans to use that fuel to mix with msnufactured gas.
This will tend to broaden the gas market while low contract
rates on natural gas help to stabilize costs.
Depreciation charges are being stepped up to take
care of property changes over the next few years as new equip-
ment is installed. The ratio of depreciation allowances to
gross revenues has increased from 8,5% to 9,8% and is expected
to rise somewhat further.
Revenues and earnings over past years have displayed
the stability that is usually associated with investment type
securities. In the early 1930' s company revenues showed a
maximum decline of 8,4-.% as compared with the average for the
electric power industry of 15,4^, In the same period net in-
come showed little change vdiile net income for the industry
was declining by 33^.
Company long-term growth has been considerably better
than for the Middle Atlantic states and the industrial north-
east. Philadelphia population increased 16% during 1940-47
compared with 8% for New York and Boston end 3% for Chicago.
Growth in electric power output has averaged about 8% per annum
over the past 25 years.
Accounting costs, now $3.41 a year per customer, are
considerably below average for large metropolitan companies and

171
will be cut still further through greated use of machine
operations
.
Selling at a price of 22 5/4 the common stock
yields approximately 5,5^.
Price range: 1940-48 50 5/4 18 5/4
1949 22 5/4 — 20 5/8
Cleveland Electric Illuminating
Results of company analysis indicate that the four
stocks described above - Commonwealth Edison, Consolidated
aas Electric Light and Power of Baltimore, Houston Ligjit and
Power, end Philadelphia Electric - can be considered as lead-
ing the list of high quality, investment-type operating com-
pany stocks. For long-term investment purposes these compan-
ies seem to provide the necessary stability and finejicial
strength.
An attractive stock of slightly lower quality rat-
ing is that of Cleveland Electric Illuminating Company. Con-
trolled by North American for many years, it has now been
separated through Holding Company Act proceedings snd has been
operating independently. At the present time gross revenues
are at an all-time peak, production is at capacity, and the
financial position is strong. Capital structure proportions
show 44^ in bonds, 16% in preferred stock, snd 40^ in common
stock and siirplus. Although increased costs have made ser-
ious inroads into expanding revenues a petition is now pending

172
for an increase in industrial rates. If this is granted ap-
proximately |1 a share would be added to comraon share earn-
ings.
In spite of many favorable features other factors
seem to require a rating somewhat below that of highest qual-
ity. Serious rising costs have placed the con^any in a less
favorable position relative to the outstanding leaders in the
field. Though gross revenues are currently running about 71^
above pre-war levels, net income is 12% belov/ the earlier per-
iod. Similar conclusions are evident from a glance at the re-
turn on new plant investment. On $54 million of new plant
added since 1941 the rate of return has been only 1,57^. Much
of the electric load is absorbed by sales to heavy industry
steel, auto accessories, machinery ajid machine tools, ship-
building, electrical appliances, and brass products. Vulner-
ability to economic fluctuations characterizes this type of
load which accoimts for approximately 50% of gross revenues.
Attempts are being made to attain greater diversification
through residential sales which at the present time account
for 25% of gross revenues. It is also to be noted that in
the city of Cleveland the company operates in com.petition with
a municipal plant. This competition has not been severe thus
far but it adds on element of uncertainty to the longer range
outlook.
The company generates and distributes electricity in
Cleveland and adjacent suburban and rural territory extending
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approximately one himdred miles along the south shore of
Lake Erie. The service area comprises over 1,700 square
miles. An unbroken dividend record has "been maintained since
1902 and the ratio of dividend payments to earnings has been
a liberal one. The dividend rate of $2.20 has been well cov-
ered by earnings of |2.98 in 1948 and by $2, 80 in 1947. Sel-
ling at a price of 40 the common stock yields approximately
b.5%.
Price range: 1940-48 50 21
1949 42i — 36 7/8
Liberal Income Stocks
The outstanding appeal of many electric utility
operating company stocks is that of liberal income. For the
most part the investor must rely on this attraction rather
than the prospects for capital appreciation. A number of
stocks of reasonable quality offer opportunities along this
line. -Among these should be mentioned Tampa Electric which
has been selling at 29 and offering a yield of 6,9%; Florida
Power which yields 6,75^ at a price of 15; Columbus & Southern
Ohio Electric which yields 5.6^ at a price of 41; and Northern
States Power which yields 7% at a price of 10.
Of these, Columbus & Southern Ohio Electric seems
particularly favorable because of its relatively strong posi-
tion. Gross revenue breakdovm shows 82^ coming from electric
sales and 18^ from traction operations in and around Coli;mibus
.
Although traction operations have been unprofitable increasing
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electric sales have more than offset any harmful effects on
the overall position. Divorced from Continental G-as &
Electric in May, 1946, the company gives electric and trac-
tion service to Col\jmTDus and its suburbs as well as electric
service to a number of communities in southern Ohio. In
August, 1948 electric rates were increased by an annual amount
of $720,000 but the funds are impounded pending a final court
decision.
Electric revenues break down into 38^ residential,
Qfo rioral, 24^ commercial, and 24^ industrial. Funded debt
makes up a relatively small portion of total fixed assets,
the figure being 39% for the year 1947. Even though costs
have been climbing faster thpn revenues, the carry-down to
balance available for common has shown comparatively little
change - the balance available in 1938 was 4:,6fo of operating
revenues and in 1947, 15,5,=^ of operating revenues.
An attractive stock of reasonable quality is that
of Illinois Power Company. The dividend of |2.00 is adequate-
ly covered by 1948 earnings of $2.93 and the yield is approx-
imately 6.5^. Market action has been favorable over the past
month and a half with the price rising steadily to a new level
2^ points above its former position.
Ohio Edison common presents an example of s high
quality stock which is also providing a very liberal income.
Selling at 30 it yields Dividends have been paid for
26 consecutive years.
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An illustration of a stock with specialstive appeal
as well as good underlying quality is that of Public Service
Electric & Gas Compsiiy. The population of its service area
is growing and the earnings outlook is fpvorable. Serving
most of the larger cities and the more populous sections of
New Jersey with electricity sdid gas, the company also owns
one of the largest bus transportation systems in the world.
Revenues of the operating company are divided 73^ from elec-
tricity and 21% from gas sales. ^/Vhen natural gas becomes
available it will be used for enriching purposes with the ex-
pectation t]r at this will result in substantial savings in op-
erating costs.
The financial position of the company has been con-
stantly strong. Utility plant is now stated at its original
cost, all adjustments having been charged against depreciation
and surplus. The dividend record has been uninterrupted since
its inception in 1924. The stock is selling to yield approx-
imately 7,1^ on the basis of an indicated dividend rate of
$1,60. Over the longer term steady growth in the service area
should permit improvement of earnings. The completion of the
current expansion program is expected to permit greater con-
trol over costs and some operating economies.
Price range: 1940-48 24 3/4 -- 20
1949 22 7/8 --20 1/8
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